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TOO BIG TO FAIL: THE ROLE FOR BANK- 
RUPTCY AND ANTITRUST LAW IN FINAN- 
CIAL REGULATION REFORM (PART I) 


THURSDAY, OCTOBER 22, 2009 

House of Representatives, 

Subcommittee on Commercial 

AND Administrative Law, 
Committee on the Judiciary, 

Washington, DC. 

The Subcommittee met, pursuant to notice, at 11:05 a.m., in 
room 2141, Rayburn House Office Building, the Honorable Steve 
Cohen (Chairman of the Subcommittee) presiding. 

Present: Representatives Cohen, Conyers, Maffei, Johnson, Chu, 
Franks, Jordan, Coble, and King. 

Staff present: (Majority) Eric Tamarkin, Counsel; Adam Russell, 
Professional Staff Member; and (Minority) Daniel Flores, Counsel. 

Mr. Cohen. Thank you. Thank you. This hearing of the Com- 
mittee on the Judiciary, Subcommittee on Commercial and Admin- 
istrative Law will now come to order. 

Without objection, the Chair will be authorized to declare a re- 
cess of the hearing. Before I start I would like to recognize Ms. 
Chu, who is our new Member of the Subcommittee, and we wel- 
come her to the Committee, and we would like to recognize you for 
any opening statement you would like to make or hear the Bruin 
fight song. 

Ms. Chu. Well, I am very pleased to join this Committee and to 
have this as my first Committee hearing, so thank you very much. 

Mr. Cohen. You are welcome, and we are honored to have you. 

I will recognize myself for a short statement. Today we meet to 
consider the critical question of whether the Administration has 
met its burden of demonstrating that the bankruptcy code should 
be set aside with respect to large, non-bank, financial institutions 
that are critical to the Nation’s financial system — too big to fail. In 
place of the regular bankruptcy process the Administration pro- 
poses that Congress grant enhanced resolution authority for such 
institutions, similar to the authority that the FDIC currently has 
with respect to banks. 

This Subcommittee has not yet formed an opinion on the merits 
of the Administration’s resolution authority proposal. Given, how- 
ever, that this Subcommittee is charged with ensuring the effective 
functioning of the Nation’s bankruptcy system and the three-part 
system of government that we have had for 200-and-sometliing 

( 1 ) 
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years, we take a keen interest in any move to go outside that sys- 
tem. 

Additionally, a resolution authority proposal raises some anti- 
trust concerns that my distinguished colleague. Hank Johnson, the 
Chairman of the Courts and Competition Policy Subcommittee will 
probably address in more detail. I thank Chairman Johnson for his 
willingness to allow this hearing to take place before this Sub- 
committee for scheduling purposes. 

Proponents of enhanced resolution authority contend that the 
bankruptcy process is inadequate to handle insolvent but system- 
ically important financial institutions. These proponents assert 
that bankruptcy law is too slow to address the imminent collapse 
of a systemically significant financial institution and that this lack 
of speed creates dangerous uncertainty in financial markets. Nev- 
ertheless, this is what the Constitution and the past statutes have 
dictated as the proper course. 

They also contend that the mere act of a bankruptcy filing by a 
large, interconnected financial institution could have a desta- 
bilizing effect on the financial system because markets and inves- 
tors react very badly to news of such filings. Proponents of resolu- 
tion authority point to the chaotic aftermath of Lehman Brothers’ 
bankruptcy filing as well as the ad hoc government financial assist- 
ance given to AIG to avert its imminent collapse. They maintain 
that what transpired served as proof that resolution authority for 
non-bank financial institutions in financial trouble is needed to 
provide a mechanism for the orderly restructuring, sale, or liquida- 
tion of such entities. 

In response there have been some criticisms leveled at the pro- 
posed resolution authority. The President’s critics contend that 
granting resolution authority to those financial firms deemed to be 
systematically significant may be interpreted as a guarantee of a 
future government bailout should those firms run into financial 
trouble, thereby encouraging continued irresponsible risk-taking by 
such firms. 

Others, including Harvey Miller, one of our distinguished panel- 
ists, Lehman’s bankruptcy council, note that some tweaks — with 
some tweaks the bankruptcy code is perfectly capable of dealing 
with insolvencies of systematically important, non-bank financial 
institutions. Additionally, according to Mr. Miller, the creation of a 
new resolution regime may, in fact, raise a host of transparency 
and due process concerns, all of which have constitutional issues 
involved. 

A resolution mechanism independent of bankruptcy, if carefully 
crafted to avoid the creation of moral hazard and with sufficient 
elements of transparency and due process might be an effective 
way to save the systematically important institution, or also cre- 
ating a means of orderly wind-down, should that be necessary. 

The burden remains with the proponents of the resolution au- 
thority, however, to demonstrate to the satisfaction of Congress 
and this Subcommittee, in particular, that the bankruptcy system 
truly does not offer such a mechanism already with respect to non- 
bank financial institutions and that any actions of this creation 
would not violate constitutional authorities that have long held this 
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country in great esteem and which are the basis of our oath of of- 
fice. 

I hope that this Subcommittee, which is charged to oversee the 
Nation’s bankruptcy system, can gain some useful insight from our 
witnesses as it considers the merits of the resolution authority pro- 
posal. Accordingly, I look forward to receiving today’s testimony. 

I now recognize my colleague, the distinguished Ranking Mem- 
ber of the Subcommittee, Mr. Franks, for his opening remarks. 

Mr. Franks. Well, thank you, Mr. Chairman. You know, Mr. 
Chairman, I know in many areas of this Committee, just the na- 
ture of the Committee means that we often have starkly different 
perspectives, and I am sure that there are going to be some of 
those things exhibited here today, but I want you to know that I 
appreciate you for holding this unusually important hearing. 

I want to salute you for your leadership and that of the Chair- 
man of the full Committee, because I really sense that there has 
been an effort to try to get at what is right rather than who is right 
here, and I am really grateful for that. And now I have to make 
a statement that seems to completely countermand everything I 
just said, but it doesn’t change the sincerity of it in any 

Mr. Cohen. You don’t have to do that. 

Mr. Franks. Mr. Chairman, on the Judiciary Committee we, as 
I said, often grapple with issues that are among the most impor- 
tant in Congress, but even among those matters the issue today is 
singularly important. The question is, how will Congress respond 
to the near financial meltdown of 2008? 

That crisis vaporized trillions of dollars in Americans’ wealth. 
Through our globally interconnected economy it affected people all 
across the world. The wisdom of the Federal response to date still 
hangs in the balance. 

Second guessing over the choices the executive branch and the 
Federal Reserve have made, particularly in September 2008, will 
of course continue for decades. But, Mr. Chairman, we don’t really 
have the luxury of waiting for decades for those details to be mani- 
fested and sifted by time. Another crisis may come before we know 
it. 

So we must choose. We must ask ourselves, what reforms should 
Congress press to guard the Nation against future calamity? And 
to help with that decision, Mr. Chairman, you have called this 
hearing, and once again I commend you for that. 

Now, on what basis should we make this choice? I believe the an- 
swer is fairly clear: Unless we understand what triggered the crisis 
we cannot hope to answer it with the right reform or solution. And 
if we don’t answer it with the right reform we may only launch the 
Nation toward the next crisis. 

What, then, caused the financial crisis of 2008? And boiled down 
to the simplest answer, in my sincere opinion the answer is fairly 
straightforward: It was human errors of judgment in our govern- 
ment when faced with the choice of whether and how to intervene 
in our economy. 

Beginning in the 1990’s and continuing into this decade, Wash- 
ington laid the conditions for financial disaster. Through the Com- 
munity Reinvestment Act and its implementing policies our Fed- 
eral Government fueled an unsustainable housing bubble. 
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Responding to government rules, government pressure, and easy 
Federal monetary policy, our financial system spread the bubble’s 
risk throughout our economy and the world. It did so through risk- 
laden mortgages and secure ties to mortgage instruments that were 
built from and upon them. 

In 2008 and 2007 the piper, unfortunately, came to call. As eco- 
nomic conditions deteriorated institutions realized that vast major- 
ity of vast mortgage-related instruments they held might not be 
worth the paper upon which they were written. 

Financial institutions holding or responsible for insuring these 
interests were exposed to being called to honor debts they simply 
couldn’t pay. In response, they hoarded their capital. Lending 
began to freeze up and the financial system began to grind to a 
hah. 

As the crisis intensified, the government of the Treasury — the 
government, the Treasury, and the fed took upon themselves the 
unprecedented step of bailing out Bear Stearns. The market took 
note and began to believe the government would bail out any insti- 
tution that was as large or larger. 

When Lehman Brothers hung on the brink in September of 2008, 
the Treasury and the fed refused to bail them out. Now this, obvi- 
ously — that expectation was dashed at that point. When Treasury 
and the fed reversed course days later to bail out American Inter- 
national Group, dashed expectations then changed to widespread 
confusion. 

Then, when the Treasury and the fed declared that the financial 
system was on the verge — the edge, as it were — of the abyss and 
ran to Congress with only a two-and-a-half-page outline of a rescue 
plan, full-blown panic began to ensue. And we still, of course, are 
trying to recover to this day. 

Now, the Obama administration proposes in response to revamp 
our system for resolving failing financial institutions like Bear 
Stearns, Lehman, and AIG. But instead of responding to what ac- 
tually happened in 2008, the Administration rests on the myth that 
Lehman’s insolvency and the simple need to deal with it in bank- 
ruptcy triggered the entire crisis, and acting on the myth, it would 
take the largest non-bank financial institutions out of the bank- 
ruptcy system, create a new authority for Federal agencies to inter- 
vene with them, and let those agencies — like the Treasury and the 
fed did in 2008 — decide who survives and who does not. To fund 
the endeavor it gives the agencies a new bailout checkbook. 

Now, Mr. Chairman, I really believe that this is a recipe for su- 
percharging the disaster. It institutionalizes vulnerability to 
human error in the executive branch. It institutionalizes the temp- 
tation for large firms to take excessive risks, banking on govern- 
ment bailouts. And it concentrates risks in those same institutions 
by encouraging their consolidation and extending the competitive 
advantage of a safety net smaller firms will simply not have. 

Mr. Chairman, that is exactly the wrong direction in which to 
lead this country. It is imperative that we on the Judiciary Com- 
mittee press for the clear alternative option: strengthening the 
bankruptcy code so that fair, transparent, and impartial courts can 
be relied upon without question to resolve these firms’ insolvencies. 
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Precisely that option is embodied in H.R. 3310, in which I join 
Ranking Member Smith as a cosponsor. Now, I look forward to dis- 
cussing the bankruptcy option in depth with you today and to 
working together on the right path forward for America. 

And thank you, Mr. Chairman, for your indulgence. 

Mr. Cohen. Thank you, Mr. Franks, and thank you for your 
working with us on this. I was surprised you didn’t have the sec- 
tion we agreed on, that ACORN was not going to be able to use 
this resolution authority at any time in the future. 

Mr. Franks. I forgot that. We will get her in there. 

Mr. Cohen. Right. And no abortions will be provided either. 

Mr. Franks. Absolutely. 

Mr. Cohen. That is right. 

I now recognize the Chairman of the Committee, the distin- 
guished Chairman from the State of Michigan and the city of De- 
troit, the Honorable John Conyers, for an opening statement. 

Mr. Conyers. Thank you. Chairman Cohen. We are privileged to 
have the distinguished panelists — the witnesses that are coming to 
help guide our discussion this morning. We are very pleased to 
have them both here — Mr. Barr, Mr. Krimminger, and the others 
that are coming afterward. 

You know, Jim Jordan and I are in a very similar situation. As 
representatives of Ohio and Michigan we have been particularly 
hard hit by this downturn, and I want Trent Franks to know that 
we are looking very carefully at H.R. 3310. 

And I would like to meet with you about it as soon as my staff 
has digested all of the intricacies of that measure. And I thank you 
for bringing it forward. 

Last fall, our Nation’s economy was on the edge of a financial 
meltdown. There is some that say we still are. I mean, this is not 
like a piece of history that has gone by and now everything is okay. 

What caused the crisis was the mistaken belief shared by Repub- 
lican and Democratic administrations in the past that the financial 
industry could be relied upon to regulate itself without significant 
government oversight. We had to learn this painfully before in 
1929, which ended the Roaring ’20’s and ushered into a depression 
that has never been comparable to anything else our economic sys- 
tem has sustained. 

In an oversight hearing last fall, our former colleague, then the 
SEC chairman, Chris Cox, finally admitted that voluntary regula- 
tion doesn’t work. Well, that is wonderful, Chris. We had to take 
a nation to the edge and we made this profound economic dis- 
covery. 

At the same hearing was the distinguished Alan Greenspan, who 
made a similar confession — admission — that you can’t rely upon 
the industry to police itself Well, that is wonderful. He apologized. 

Who can you really, seriously rely on to police itself, anyway? 
Now, instead of demanding change from the financial industry and 
insisting that it work cooperatively with the regulators, we in the 
legislature did something amazing: We turned around and gave — 
and this was a string of multibillion dollar bailouts — we gave the 
first one at $700 billion. 
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Taxpayer funded, no strings attached, no requirement to even ex- 
plain what you did with the money. $700 billion. Well, thanks. 
Chairman Paulson. 

I voted no on it too, Trent, and it is now a part of American his- 
tory. 

He summoned the leaders of the Senate and the House into that 
room at night and laid down three sheets of paper and said, in ef- 
fect, the following: Sheet one, I want new Treasury powers never 
before given to a treasury secretary in history — that is me, he said. 
Sheet two, I want $700 billion right now. And sheet three, if you 
can believe the arrogance, he said this sheet requires that there be 
no review in the courts or even the Congress over what we are 
doing. 

Do you know, they signed that? This is what started us off. 

And so the financial system, from this humble perspective, was 
temporarily stabilized on the backs of the American taxpayer. Your 
kids will be paying for that and they will be saying, “Hey Dad, why 
did you guys do that?” 

“Well, we were at the edge. Don’t you know, the whole system 
was going to fall. We had to. We didn’t have any choice.” 

In the meantime, we said, now, would you folks hold up on the 
bonuses? They said, “We can’t. We are contractually obligated to 
reward the people that have driven us to the edge of the preci- 
pice — $1 million bonuses, at that.” 

And so most of the institutions that caused the crisis — many of 
them — shared in the bailout and are now working against the pro- 
posals of consumer protection and efforts to crack down on preda- 
tory and abusive lending practices, and also any additional regu- 
latory oversight, while we are at it. I mean, let us continue busi- 
ness as usual. 

And at the same time, the money is still drying up at the bottom. 
You still can’t get loans. You still can’t get — the credit is stuck. 
People with good credit cannot get small business loans right this 
minute, after trillions of dollars have been shoveled out. 

And as the Troubled Asset Relief Program oversight panel re- 
ported, nearly — right now — 2 million homes have already been lost 
to foreclosure in the United States. Five million mortgages are ei- 
ther in foreclosure or default. And the panel predicts another 10 
million homes can or could be lost to foreclosure. 

In Detroit, in the County at Wayne — I had to check the figure 
just now — it was 147 families every day go into foreclosure — they 
are served with eviction. It said here on my remarks 195, so I 
turned to Attorney Tamarkin. I said, “195? It is 147.” He said, “It 
has gone up.” 

Every day, Monday through Friday, every week, 195 families in 
my city are served with eviction or foreclosure notices because they 
are behind in their mortgage payments. And so what the Com- 
mittee on Commercial Administration Law is doing here today is 
raising the question of, how can we return fairness to the economy 
and how can we unwind out of this insolvency that surrounds fi- 
nancial institutions and how we can get the credit flowing again in 
our Nation, not just my state or Jim’s state, across the country? It 
is not much different — it may not be as bad as we are getting hit. 
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These massive financial institutions — this was caused — yes, the 
government should take some of the blame, but the government 
didn’t plan the risky, risky, unregulated credit transactions that 
they dreamed up with exotic instruments. 

And here is, Trent, where the government does kick in. We came 
up with a theory that you are too big to fail. Why do you have to 
give these people that caused the problem taxpayer money? 

Well, Chairman, they are too big to fail. You have got to do it. 

Well, I think that theory has been reexamined much more care- 
fully. And then we hastily arrange a merger for Bear Stearns, but 
we said, “Oh, Lehman Brothers, let them go.” And then turned 
around and hand $180 billion cash infusion to AIG. 

And since you had to be big and powerful to get on the preferred 
treatment list, small banks failed at a rate not since seen since the 
savings and loan crisis in the 1980’s while the 19 largest banks in 
the country were all deemed too big to fail. And I want our wit- 
nesses to comment on these theories that Chairman Cohen and 
Trent Franks and I have put forward. 

And what did some of the big boys do? They bought out the 
healthy small banks. They had enough money, thanks to us, to go 
out and buy the biggies — to go out and buy the little ones. 

Well, I will put the rest of my statement into the record and I 
thank the Chairman for his generously allowing me to take this 
time. 

[The prepared statement of Mr. Conyers follows:] 

Prepared Statement of the Honorable John Conyers, Jr., a Representative 

IN Congress from the State of Michigan, Chairman, Committee on the Judi- 
ciary, AND Member, Subcommittee on Commercial and Administrative Law 

Last fall, our Nation’s economy was on the edge of a financial meltdown. What 
essentially caused this crisis was the mistaken belief shared by past Administra- 
tions — both Republican and Democrat — that the financial industry could be relied 
upon to regulate itself without significant government oversight. 

Unfortunately, the lessons our Nation had painfully learned in the market crash 
of 1929, which ended the Roaring 20s and ushered in the Great Depression, were 
forgotten over the intervening years. 

At an oversight hearing last fall on the financial meltdown, the then SEC Chair- 
man finally admitted that “voluntary regulation does not work.” 

Also testifying at that same hearing was former Federal Reserve Chairman Alan 
Greenspan, who likewise admitted he made a “mistake” in relying upon the industry 
to police itself 

But, instead of demanding change from the financial industry, and insisting that 
it work cooperatively with the regulators. Congress gave the industry a $700 billion 
taxpayer-funded, no-strings-attached bailout. 

And with the financial system now stabilized on the backs of the American tax- 
payer, Wall Street is poised to hand out another round of hefty bonuses. 

Meanwhile, most of the institutions that caused the crisis and then shared in the 
bailout are working against the Obama Administration’s consumer protection pro- 
posals to crack down on predatory and abusive lending practices. 

Many of these same institutions have been woefully slow in granting reasonable 
mortgage modifications to struggling homeowners facing foreclosure, while strenu- 
ously opposing my legislation to allow market-based judicial modification of mort- 
gages. 

As the TARP Congressional Oversight Panel reported earlier this month, nearly 
2 million homes have already been lost to foreclosure, and more than 5 million mort- 
gages are either in foreclosure or default. The Panel predicts another 10 to 12 mil- 
lion homes could be lost to foreclosure. 

Let me put these numbers in some perspective. In my district, about 195 homes 
in Wayne County, Michigan are being foreclosed or entering into the foreclosure 
process each day. 
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With this worrisome hackdrop, I am pleased that the Commercial and Administra- 
tive Law Subcommittee is considering how we can return fairness to the economy, 
and find ways to unwind insolvent financial institutions that present a systemically 
significant risk to our Nation’s economy. 

These massive institutions were allowed to precipitate an economic meltdown 
with their risky and largely unregulated credit transactions, then were all-too-often 
sheltered from the consequences of their behavior as “too big to fail.” 

The last Administration took an ad hoc response. They financed a hastily-ar- 
ranged merger for Bear Stearns, then let Lehman Brothers collapse into bank- 
ruptcy, then handed a $180 billion cash infusion to mega-insurer AIG. 

Since you had to be big and powerful to get on the preferred treatment list, small 
banks failed at a rate not seen since the savings and loan crisis in the 1980s, while 
the country’s 19 largest banks were all deemed too big to fail. 

FDIC Chairman Sheila Bair recently testified that big banks were able to use 
their size and reach to essentially “blackmail” the government. 

The ironic result is even bigger banks, in an even more concentrated financial 
market. 

So the Obama Administration’s resolution authority proposal is a welcome re- 
sponse to the ad hoc approach and the financial blackmail. 

It is a welcome response to the perverse incentives for too-big-to-fail entities to 
take on excessive risk, yet avoid moral hazard. 

It promises to provide a practical mechanism to allow systemically significant 
companies to fail, while managing the ripple effects. 

We can all agree that the current ad hoc system, where the American teixpayer 
is used as a backstop for too-big-to-fail corporations is not working. 

However, as we consider next steps, the first question we have to answer is 
whether the Administration’s resolution authority proposal is the best approach for 
addressing insolvent systemically significant nonbank financial institutions, or 
whether the Bankruptcy Code can be amended to handle failures of these institu- 
tions. 

The Lehman bankruptcy, the largest in U.S. history, has been cited as the pri- 
mary rationale for the need to create a new resolution authority. 

Some have argued that bankruptcy procedure is too slow in the time of a fast- 
moving financial crisis. They have also argued that the bankruptcy process is 
“messy,” and has a destabilizing effect on markets and investor confidence. 

They have supported a resolution regime largely modeled on the FDIC’s current 
authority to resolve failed depository banks. 

Others maintain that the Lehman bankruptcy demonstrated that the bankruptcy 
process has unique flexibility that makes it better equipped to handle resolution of 
these companies. 

With a few tweaks, they say, the bankruptcy system can handle the resolution 
of nonbank systemically significant financial institutions far better than an FDIC 
model. 

I hope that our witnesses today will help Committee members better understand 
which approach would be the more effective. 

Second, if Congress decides to pursue the Treasury’s resolution authority ap- 
proach, we should ensure that antitrust considerations are given their full account, 
so that the problem of institutions becoming too big to fail doesn’t just get worse, 
with larger institution, less competition, and higher prices to consumers. 

The Administration’s draft resolution authority legislation would vest the FDIC 
and SEC with authority to seize and resell the assets of certain business entities. 
However, the draft proposal is unclear about the role of antitrust oversight by the 
Justice Department and the Federal Trade Commission. 

In an environment where a few banking giants are dominating the market, it is 
important that we keep the antitrust laws at the forefront. 

Third, if Congress decides that the bankruptcy process is the better course, then 
we must revisit which aspects of the Code should be amended to provide a better 
framework to deal with institutions too big to fail. 

For example, we should scrutinize the use of the netting and safe harbor provi- 
sions, which were inserted into the Bankruptcy Abuse Prevention and Consumer 
Protection Act of 2005 at the behest of financial industry associations. 

These provisions created a safe harbor that put derivatives, swaps, and securities 
transactions beyond the jurisdiction of the bankruptcy court. 

Giving banks and brokers a free hand to offset mutual debts against each other 
through netting might sound like prudent risk management, it has been described 
as “chaotic” in practice, as evidenced by the Lehman case. 

On the day before its Chapter 11 bankruptcy filing, Lehman utilized the netting 
provisions to offset various financial contracts it had outstanding. 
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Instead of resolving these financial contracts in a transparent manner under the 
framework of the Bankruptcy Code, Wall Street conducted a private trading session 
without any oversight. During this session, Lehman’s assets were ravaged by its 
creditors. 

We remain at a momentous crossroads in our economic recovery — the big banks 
propped up by the taxpayers are back to prosperity, but everyone else has been left 
behind. 

I commend the collaboration between Commercial and Administrative Law Sub- 
committee Chairman Steve Cohen and Courts and Competition Policy Subcommittee 
Chairman Hank Johnson in putting together an important and thought-provoking 
hearing, and I look forward to the testimony. 


Mr. Cohen. Thank you, Mr. Chairman. Your remarks are always 
welcomed. 

And before I recognize my fellow Chairman, I think the opposite 
end of the Big 10 axis here, Michigan, Ohio State should be recog- 
nized for a statement. Mr. Jordan? 

Mr. Jordan. I thank the Chairman. 

Thank the Chairman of the full Committee for his comments 
about the economic situation in the Midwest and Ohio and Michi- 
gan, and frankly across the country. 

Let me just make this point: As the Chairman was going through 
the history of the TARP program, I do think it is important to re- 
member, as well, that, you know, we gave this unprecedented au- 
thority to the government and the results have not been what we 
expected, not been — well, I guess some of us maybe expected, those 
of us who voted against it. 

But think about what took place. That whole package was sold 
to the United States Congress that they were going to get this 
money and go in and purchase the troubled assets, free up the dol- 
lars that need to be put to use right now in our economy. And to 
date, they still haven’t purchased the first troubled or toxic asset. 

In fact, I would almost argue that — and we had hearings on this 
in another Committee — that when the program was sold to the 
Congress of the United States you wonder if there was any mis- 
leading going on, because 9 days after — this came out in testimony 
during the Bank of America hearings — 9 days after the program 
passed the Treasury and the fed had already changed directions 
and simply went to injecting capital into these institutions. 

And so I would be concerned about any new power we start giv- 
ing to government in light of what took place in that whole sce- 
nario, which I think was just a wrong move and the wrong kind 
of approach to a tough situation we had to deal with last year. 

And with that, Mr. Chairman, I would yield back. 

Mr. Cohen. Thank you, Mr. Jordan. I appreciate your remarks. 

We have got votes but we have got time for the opening state- 
ment from the Chairman of the Committee that has been so kind 
to work with us today, Mr. Johnson, of Georgia. 

Mr. Johnson. Thank you. Chairman Cohen. Thank you for hold- 
ing this important hearing. And I am glad that this Committee is 
taking the opportunity to look at the role of bankruptcy reform in 
financial regulatory reform. 

And I think one of the things that I am most proud of as a con- 
gressman in my sophomore term is my vote against the Wall Street 
bailout, also known as the TARP program. And the reason why I 
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voted against it was because yes, I felt that there was a — our econ- 
omy was freefalling, but I thought that the best way of addressing 
the issue was to start not on Wall Street but on Main Street. 

Main Street needed the bailout. So many people suffering from 
foreclosure, suffering from medical bills that they could not pay, so 
many people had already lost their jobs, and I thought that we 
could put together a package that would help those people. And 
then once Main Street was stabilized, then we could address some 
concerns about Wall Street. 

Used to be, in the old days I guess, that you preside over a com- 
pany, you make billions of dollars in profit, and if something goes 
wrong your company goes into bankruptcy and your leadership re- 
signs or is fired, either one. But that process was usurped by a new 
process in this Wall Street bailout situation. The very people who 
led us to impending doom were allowed to remain on board of their 
companies, continue to lead their companies, while at the same 
time they were given taxpayer money with no strings attached. 

And with that money, instead of cleaning up toxic assets, clean- 
ing up balance sheets, and getting rid of toxic paper, as it was 
called — and that would have, by the way, cleaning up that toxic 
paper probably should have entailed the Main Street stopping the 
foreclosures. That was what made the securities in which they 
were bundled valueless. 

And so it was when people figured that out that, you know, we 
started to have these failures of these financial institutions. And so 
we didn’t handle the $700 billion sudden request very well, in my 
opinion, and that is why I am proud of not having voted in favor 
of that. 

And I will say that as Chairman of the Subcommittee on 
Courts — by the way, still find folks who made the billions of dol- 
lars, millions of dollars individually, presiding over the industry 
and its big players are the same people that are now prospering 
from the $700 billion that they have been given relatively few 
strings and in some cases no strings attached. And then, instead 
of buying up the toxic paper and doing the — clearing out balance 
sheets and that kind of thing, they used the money to acquire 
smaller entities, smaller financial entities. 

So now it is like you have got three big great white sharks swim- 
ming in a body of water that is not that great and then all of the 
lesser fish, you know, they are getting ate up, or eaten up with 
reckless abandon. And it doesn’t look good long-term for the great 
white sharks because they won’t have any food to eat if they keep 
going at this pace. 

And what they need is to be regulated, but not by a new entity. 
The bankruptcy laws, I believe, and — in other words, you fail, you 
file bankruptcy, you resign, you get terminated. Company then ei- 
ther comes back or it is permanently dead, liquidated. 

And as Chairman of the Subcommittee on Courts and Competi- 
tion Policy I consider the competition aspect or the antitrust aspect 
to be of great national importance. In fact, my Subcommittee held 
a hearing on this “too big to fail” issue, which we have multiplied 
now with the $700 billion bailout. We had a hearing on that and 
in that hearing we looked at whether antitrust laws should have 
prevented these “too big to fail” institutions from becoming so big 
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and whether antitrust law was sufficient to review the competitive 
implications of the ongoing consolidations of the banking industry. 

And to make a long story short, I want to — I look forward to 
hearing the testimony today from those pro and con as to this new 
entity that is being proposed. And I thank Chairman for this time. 
Mr. Cohen. I thank Mr. Johnson. 

Before we leave — adjourn — for about 35 minutes I want to recog- 
nize and accept the statement into the record, Mr. Lamar Smith. 
That will be done without objection. We will return in about 35 
minutes, and we are in recess. 

[The prepared statement of Mr. Smith follows:] 

Prepared Statement of the Honorable Lamar Smith, a Representative in 

Congress from the State of Texas, and Ranking Member, Committee on the 

Judiciary 

The 2008 financial crisis riveted the world’s attention on America’s federal re- 
sponse to large, insolvent financial institutions. This response lurched from Bear 
Stearns to Lehman Brothers to AIG as one linchpin after another failed in our fi- 
nancial system. 

Led by the Treasury Department and the Federal Reserve, the reaction to the cri- 
sis was driven by fear of a systemic, financial meltdown. Treasury’s and the Fed’s 
interventions, however, were hardly helpful. They were ad-hoc, inconsistent and left 
the federal government with unprecedented ownership of banks, insurance compa- 
nies and other major institutions. 

With the benefit of hindsight, few would say that the strategy Treasury and the 
Fed adopted ought to be repeated today. America needs to put in place a better 
strategy to address the next crisis, if one comes. 

Before Congress acts, however, we must understand two issues clearly — what 
caused the 2008 crisis and what corresponding strategies may help prevent a future 
financial meltdown. 

Many assume that it was the bankruptcy of Lehman Brothers that triggered the 
worst of the panic. As a result, some commentators advocate that we should not look 
to the Bankruptcy Code to deal with similar institutions in the future. 

As the committee with jurisdiction over the Bankruptcy Code, the Judiciary Com- 
mittee has a responsibility to dispel this myth. 

Leading economists and academics have concluded that it was not Lehman Broth- 
ers’ bankruptcy that caused the panic. Instead, the actions of government were at 
the root of the crisis. 

An eminent Stanford University economist has pinpointed the immediate cause 
of the panic. It was not Lehman’s bankruptcy filing — the market absorbed that 
event. 

Instead, it was Treasury’s and the Fed’s subsequent actions that signaled to in- 
vestors that the government anticipated a market collapse, but did not yet have an 
adequate plan of action. 

First, Treasury and the Fed hastily announced a broad financial rescue package 
without revealing the details. Then, their officials appeared before Congress and de- 
manded $700 billion with no more than an initial sketch of their legislative plan. 

Though Congress criticized the plan and demanded more details and oversight 
protections, the Administration urged Congress to act immediately to prevent a col- 
lapse of America’s financial institutions. 

In a self-fulfilling prophecy, it was only after the Treasury and Fed spun everyone 
up into a panic that the market, indeed, panicked — not after Treasury’s and the 
Fed’s earlier decision to let Lehman Brothers go into bankruptcy. 

The government’s inconsistent treatment of Bear Stearns and AIG — which it 
bailed out — and Lehman Brothers, which it did not — added to the uncertainty that 
gripped the market, while underscoring the flawed approach of ad hoc government 
intervention decided behind closed doors. 

Finally, of course, other government distortions of the market, from the Commu- 
nity Reinvestment Act to Fannie Mae and Freddy Mac and on, helped produce the 
2007-2008 credit crisis that set the stage for panic. 

The lesson of this history is not that America should avoid the Bankruptcy Code 
as a means to resolve failed financial institutions. It is that America should re- 
nounce government authority that lets federal agencies and government employees 
determine who lives and dies in our economy. 
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H.R. 3310, House Republicans’ Consumer Protection and Regulatory Enhance- 
ment Act, takes both of these lessons to heart. It brings an end to billion dollar bail- 
outs and establishes a new chapter of the Bankruptcy Code to resolve failed finan- 
cial institutions other than banks. 

Through its bankruptcy reforms, H.R. 3310 keeps the resolution of these firms in 
the transparent, predictable and fair arena of the bankruptcy courts. 

It removes these cases from the closed-door world of government agencies and 
prevents back-room political favoritism towards struggling institutions. And it adds 
special provisions to better handle the bankruptcies of financial institutions so all 
that is possible to avert future crises may be done. 

The Obama Administration has a different proposal, which only threatens to has- 
ten our next crisis. The Administration institutionalizes billion dollar bailouts and 
the idea that some firms are “too-big-to-fail.” Its special treatment of the biggest 
firms gives them competitive advantages, consolidates excessive risk-taking and lays 
the groundwork for the next meltdown. 

And, once again, the Administration mistakenly gives government agencies — and 
the political appointees who head these agencies — the power to determine who sur- 
vives. 

Rather than abandon our bankruptcy system. Congress should strengthen it. 


[Recess.] 

Mr. Cohen. This is not working — there it goes. Good. Good. 

We are back, and if any other Member would like to have an 
opening statement entered in the record, so will be allowed and 
have 5 days to enter that statement. 

[The prepared statement of Mr. Johnson follows:] 

Prepared Statement of the Honorable Henry C. “Hank” Johnson, Jr., a Rep- 
resentative IN Congress from the State of Georgia, and Member, Sub- 
committee ON Commercial and Administrative Law 

Chairman Cohen, Thank you for holding this important hearing. I am glad that 
CAL is taking the opportunity to look at the role of bankruptcy reform in financial 
regulation reform. 

As Chairman of the Subcommittee on Courts and Competition Policy, I consider 
this an issue of national importance. In fact, I held a hearing on the “too big to fail” 
issue, from a competition perspective, in March 2009. 

In that hearing, we looked at whether antitrust law should have prevented theses 
“too big to fail” institutions from becoming so big and whether antitrust law was 
sufficient to review the competitive implications of the ongoing consolidations of the 
banking industry. 

In fact, these proposals raise competition concerns because they would give the 
FDIC and the SEC the authority to seize and resell the assets of business entities. 

Compounding the problem is that the seizures would not be subject to any specific 
competitive review; in fact competition concerns are only one of several factors. 

The agencies are directed to focus on keeping the market stable which could actu- 
ally harm competition in the banking industry in the long run. 

DOJ, the experts in evaluating mergers, is only given an advisory role and it is 
unclear whether DOJ will be able to challenge these transactions after the fact. 

Our economy remains unstable. Hundreds of billions of taxpayer dollars have 
been spent and will be spent trying to revive our economy. Congress must act in 
conjunction with the Administration to help America recover. 

But we must be cautious that we do not allow our antitrust laws to be trampled 
on in our attempt to fix the economy. If we do, we may face additional problems 
down the line. 

I yield back the balance of my time. Thank you. 


Mr. Cohen. We have a letter that we have received from — to Mr. 
Conyers — from Mr. Bernanke concerning this subject matter, and 
he has a different approach than several of the opening statements 
concerning the need for some type of resolution authority for the 
financial systems, and I will enter the letter in the record as deliv- 
ered; he is unable to attend. 
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[The information referred to follows:] 





BOARD OF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 

WASHfNGTON, D. C. 50551 

October 21, 2009 


The Honorable John Conyers, Jr. 

Chairman 

Committee on the Judiciary- 
House of Representatives 
Wa-shington, D.C. 20515 

Dear Mr. Chairman: 

Experience over the past two years clearly demonstrates that the United States needs a 
comprehensive strategy to help reduce and contain systemic risk and address the related problem 
of financial institutions that are deemed too big— or perhaps too interconnected— to fail. In light 
of the topic of the Committee’s October 22 hearing, I will focus on one critical aspect of such an 
agenda for reform— establishment of a new resolution regime for systemically important financial 
firms. 


The Federal Reserve believes that, whenever possible, the difficulties experienced by 
financial firms in distress should be addressed through private-sector arrangements, such as, for 
example, by capital injections from private sources, as many financial firms have done or by 
reorganization or liquidation under the bankruptcy code like other types of firms. However, in 
the midst of a crisis and when no private sector solution is available, authorities— acting in the 
public’s interest— may need an alternative to the disorderly failure of a large, highly 
interconnected financial firm because of tlie risks such a failure w'ould pose to the financial 
system, the broader economy, and ultimately households and businesses. 

Large, complex financial institutions tend to be highly interconnected with other financial 
firms and markets. Indeed, in recent years the interlinkages within the financial system have 
become even closer as a result of, among other things, the integration of lending activities with 
financial markets through increased use of securitization, the expansion of derivative hedging 
and trading activities among counterparties, and the growth of arrangements— such as tri-party 
repurchase and securities lending arrangements— through which holders of securities can obtain 
short-term financing from risk averse investors through collateralized loans. 

In light of these and other factors, the bankruptcy of a large, complex financial firm can 
have serious adverse consequences for other fmns and financial markets, and, consequently, for 
the flow of credit and for economic conditions more broadly. Such spillovers may be 
particularly large at times when financial markets and institutions already are under stress and 
the economy is weak. In such periods, the disorderly failure of a large, interconnected financial 
firm may result in substantial pressures on other firms seen by investors as having similar 
exposures or business models, dislocations in a range of financial markets, and disruptions in the 
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flow of credit to households and businesses. Losses sustained by other financial firms could 
erode their financial strength, limiting their ability to play their intermediation role, or even cause 
them to fail, reinforcing financial pressures. Moreover, the disorderly failure of a large, 
interconnected firm during a time of pre-existing financial and economic stress could undermine 
confidence in the U.S. financial sector more broadly, potentially triggering a widespread 
withdrawal of funding by investors and an additional tightening of credit conditions, which 
could, in turn, cause a further reduction in economic activity. Historical experience shows that, 
once begun, a financial panic can spread rapidly and unpredictably. 

Indeed, this is precisely what happened following the bankruptcy of Lehman Brothers 
Holdings, Inc. (Lehman) in September 2008. At that time, the U.S. and global financial system 
had already been under significant strains for more than a year, strains that initially were 
triggered by the end of the housing boom in the United States and other countries and the 
associated problems in markets for mortgage-related assets. These developments had resulted in 
a sharp dechne in the valuations of mortgage-related assets, widespread pressures in funding 
markets, tighter credit conditions for businesses and households, and substantial declines in 
business and consumer confidence around the world. Over the months leading up to Lehman’s 
failure, a weakening U.S. economy and continued financial mrbulence led to a broad loss of 
confidence in financial firms. These strains were punctuated by the government’s decision in 
early September to place the government-sponsored enterprises Fannie Mae and Freddie Mac 
into conservatorship due to concerns about tlieir solvency. 

In this environment, the bankruptcy of Lehman on September 1 5 led to a substantial 
intensification of the financial crisis, with corresponding negative effects on the flow of credit 
and economic conditions more broadly, both here and abroad. Concerns about the potential 
direct and indirect losses that Lehman’s failure could impose on other firms undermined 
confidence in wholesale bank funding markets, leading to further increases in bank borrowing 
costs and a tightening of credit availability from banks. Other investment banks, which were 
perceived to have weaknesses similar to those at Lehman, faced substantial pressures as investors 
pulled back from exposures to them, thus requiring the Federal Reserve to step up its provision 
of liquidity to such firms as well as to banking institutions. Nonetheless, in the following w'eeks, 
several large financial institutions failed, came to the brink of failure, or were acquired by 
competitors under distressed circumstances. 

Moreover, on September 16, the Reserve Primary Fund, a money market mutual fund, 
announced that it “broke the buck” as a result of losses on its holdings of Lehman commercial 
paper. This annoimcemerit prompted investors to withdraw large amounts not only from the 
Reserve Primary Fund, but also from other so-called prime funds, which usually invest mainly in 
private debt securities and which w'ere seen by investors as having exposures potentially similar 
to those of the Reserve Primary Fimd. A severe run on much of the prime money market fund 
industry ensued, with withdrawals totaling hundreds of billions of dollars and more than 
100 funds losing a substantial volume of assets in the span of just a few weeks. The magnitude 
of these withdrawals decreased only after the Treasury announced a guarantee program for 
money market mutual fund investors and the Federal Reserve established a new lending program 
to support liquidity in the asset-backed commercial paper market. Nevertheless, these massive 
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outflows undermined the stability of short-term funding markets, particularly the commercial 
paper market, upon which corporations rely heavily to meet their short-term borrowing needs. 

Against this backdrop, investors pulled back broadly from risk-taking in September and 
October. Liquidity in short-term funding markets vanished for a time, and prices plunged across 
asset classes. Securitization markets—a key source of financing for consumers and businesses— 
essentially shut down with the exception of those for government-supported mortgages. 
Reflecting in part these developments, economic activity dropped sharply in late 2008, with the 
pace of job losses accelerating, continued steep declines in housing activity, and widespread 
cutbacks in capital spending by business, 

It was precisely to avoid these types of consequences that the Federal Reserve, with the 
full support of the Treasury Department, acted to prevent the disorderly failure of Bear Steams in 
March 2008 and of American International Group, Inc. (AIG) the day after Lehman’s failure.' 
While these actions were necessary in the environment then prevailing to address unacceptable 
risks to the global financial system and our economy, these actions have exacerbated the belief of 
market participants that some financial firms are too big to fail. This belief has many 
undesirable effects. While shareholders of Bear Steams and AIG suffered significant losses, 
creditors of the firms were shielded from loss, creating an expectation among managers and 
investors of similar treatment going forward. This outcome reduces market discipline and 
encourages excessive risk-taking by financial firms that are perceived as being too big to fail. It 
also provides an artificial incentive for firms to grow' in order to be perceived as too big to fail. 
And it creates an unlevel playing field with smaller firms, which may not be regarded as having 
tlie same degree of government support. Moreover, government rescues of too-big-to-fail firms 
can, as we have seen in the current crisis, involve the commitment of substantial amounts of 
public funds. 

For these reasons, it is essential that policymakers make changes to the financial rules of 
the game to address the too-big-to-fail problem. This will require actions on two fronts. First, 
we must reduce the potential for large, highly interconnected firms to place the financial system 
at risk. To do so, policymakers must ensure that all systemically important financial institutions 
are subject to a robust and effective regime for consolidated supervision. Supervision also must 
be strengthened to better protect the safety and soundness of individual institutions and must be 
reoriented to better take account of the risks that an institution may pose on the financial system 
as a whole. The Federal Reserve has already taken a number of important steps to improve its 


' In liglit of the tools available at the time, the U.S. government was unable to prevent the failui-e 
of Lehman. The amount of available collateral at Lehman fell well short of the amount needed 
to secure a Federal Reserve loan of sufficient size to meet Lehman’s funding needs for survival. 
Also, at the time of Lehman’s demise, Treasuiy lacked the ability to inject capital into financial 
institutions to maintain financial stability because the Emergency Economic Stabilization Act of 
2009 had not yet been enacted. Thus, w'hen attempts to find a buyer for the company and 
develop an industry solution proved unavailing, Lehman’s failure became unavoidable. 
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regulation and supervision of large financial groups along these lines, building on lessons from 
tlie current crisis.^ 


Second, and the focus of the Committee’s hearing, a new, alternative resolution process 
should be created that would allow the government to wind down in an orderly manner a failing 
systemically important financial institution whose disorderly collapse would pose substantial 
risks to the financial system and the broader economy. Indeed, after the Lehman, Bear Steams, 
and AIG experiences, there is little doubt that there needs to be a third option to the existing 
choices of bankruptcy and bailout for these firms. 

In most cases, the federal bankruptcy laws provide an appropriate framework for the 
resolution of nonbank financial institutions. However, the bankruptcy code does not sufficiently 
protect the public’s strong interest in ensuring the orderly resolution of a nonbank financial firm 
whose failure would pose substantial risks to the financial system and to the economy. An 
alternative, orderly resolution regime already exists for banks: If a bank approaches insolvency, 
the Federal Deposit Insurance Corporation (FDIC) is empowered to intervene as needed to 
protect depositors, sell the bank’s assets, and take any necessary steps to prevent broader 
consequences to the financial system. A similar regime should be established for systemically 
important nonbank financial institutions, including bank holding companies. 

Such a regime should provide the government with the tools to restructure or wind down 
a failing systemically important firm in a way that mitigates the risks to financial stability and the 
economy and thus protects the public interest. For example, such tools should include the ability 
to take control of the management and operations of the failing firm; to sell assets, liabilities, and 
business units of the firm; to transfer the viable portions of the firm to a new “bridge” entity that 
can continue these operations with minimal disruptions while preserving value; and to repudiate 
contracts of the firm, subject to appropriate recompense. In addition, establishing credible 
processes for imposing losses on shareholders and creditors of the firm is essential to restoring a 
meaningful degree of market discipline and addressing the too-big-to-fail problem. 

As I noted at the outset, financial firms— including those that might be considered 
systemically important— should be resolved under the bankruptcy code whenever possible. Tlius, 
this new regime should serve as an alternative to the bankruptcy code only when needed to 
address systemic concerns, and its use should be subject to high standards and checks and 
balances. The Administration’s proposal would allow the new regime to be invoked with respect 
to a particular firm only with the approval of multiple agencies, including the Federal Reserve, 
and only upon a determination that the firm’s failure and resolution under the bankruptcy code or 
otherwise applicable law w'ould have serious adverse effects on financial stability and the U.S. 
economy. These standards, which are similar to those governing use of the systemic risk 
exception to least-co.st resolution in the Federal Deposit Insurance Act (FDI Act), appear 
appropriate. The Federal Reserve’.s participation in this decision-making process would be an 
e.xtension of our long-standing role in fostering financial stability, involvement in the current 


^ See Ben S. Bernanke (2009), testimony before the House Financial Services Committee, 
Oct. 1. 



17 


The Honorable John Conyers, Jr. 

Page 5 

process for invoking the systemic risk exception under the FDT Act, and status as consolidated 
supervisor for large banking organizations. The Federal Reserve, however, is not well suited, 
nor do we seek, to serve as the resolution agency for systemically important institutions under 
the new framework. 

As we have seen during the recent crisis, a substantial commitment of public funds may 
be needed, at least on a temporary basis, to stabilize and facilitate the orderly resolution of a 
large, highly intercormected financial firm. The Administration’s proposal provides for such 
funding needs to be addressed by the Treasury, with the ultimate costs of any assistance to be 
recouped through the sale or dissolution of the troubled firm supplemented by assessments on 
financial firms over an extended period of time if necessary. We believe this approach provides 
the appropriate source of funding for the resolution of systemically important financial 
institutions, given the unpredictable and inherently fiscal nature of this flinction and the 
importance of protecting taxpayers from losses. 

Thank you for the opportunity to provide the views of the Federal Reserve on these 
important matters. I hope this information is helpful. 


Sincerely, 



Mr. Cohen. Unlike everybody else, I think, that is here, I voted 
for the TARP, but the continued egregious and — conduct of the 
companies that received it in getting these bonuses so that Mr. 
Johnson’s fish can be served at Masa and Nobu and be consumed 
through their salaries does make it difficult to continue to support 
such actions. But the letter will be admitted. 
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I would like to thank all the witnesses for participating in today’s 
hearing. Without objection, your written statements will be placed 
into the record and we would ask that you limit your oral remarks 
to 5 minutes. 

You will note we have a lighting system that starts with a green 
light. At 4 minutes it turns yellow, and then red at 5 minutes. 
When it gets to red you should have concluded your remarks or be 
wrapping them up. After you have presented your testimony Sub- 
committee Members will be permitted to ask questions, again with 
the 5-minute limit imposed. 

I am pleased to introduce our first witness, Mr. Michael Barr. 
Mr. Barr was confirmed by the United States Senate on May 21 
to serve as the Department of the Treasury’s Assistant Secretary 
for Financial Institutions. As such, he is responsible for developing 
and coordinating Treasury’s policies on legislative and regulatory 
issues affecting financial institutions. 

Mr. Barr previously served during the Robert Rubin Treasury pe- 
riod as a special assistant and a special advisor to President Clin- 
ton, as an advisor and counselor on the staff at the State Depart- 
ment as well, and as a law clerk to the esteemed U.S. Supreme 
Court Justice David Souter, who I think the world of. 

Thank you, Mr. Barr. Will you proceed with your testimony? 

TESTIMONY OF MICHAEL S. BARR, 

U.S. DEPARTMENT OF TREASURY 

Mr. Barr. Thank you. Chairman Conyers, Chairman Cohen, 
Ranking Member Franks, Members of the Committee. I appreciate 
the opportunity to testify today. 

Just over a year ago the collapse of Washington Mutual, 
Wachovia, Bear Stearns, Lehman Brothers, and the extraordinary 
intervention in AIG severely tested our ability to respond to the fi- 
nancial crisis. In the panic that followed, our financial system near- 
ly ground to a halt and the crisis revealed deep weaknesses in our 
financial system. 

I want to begin today by briefly outlining how President Obama’s 
comprehensive approach addresses the challenge of those firms 
whose failure could threaten the stability of the financial system 
and then focus on the Administration’s proposed resolution author- 
ity. 

In recent decades we have seen the growth of — significant growth 
of large, highly leveraged, substantially interconnected firms. 
These firms benefitted from the perception that the government 
could not afford to let them fail. 

Of course, during the financial crisis the Federal Government did 
stand behind many of these firms. That action was necessary, but 
there is no question that unless we act meaningful reform of our 
financial system the problem will have been made worse. We must 
end the perception that any firm is too big to fail. 

First, the biggest, most interconnected firms must be subject to 
serious accounteble, comprehensive oversight and supervision. Sec- 
ond, we need tougher standards. The largest, most interconnected 
firms should face significantly higher capital and liquidity require- 
ments. Through tougher prudential regulation we aim to give these 
firms a positive incentive to shrink, to reduce their leverage, their 
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complexity and their interconnectedness, and we aim to ensure 
that they have far greater capacity to absorb their own losses when 
they make mistakes. 

We need to make clear that being among the largest, most inter- 
connected firms does not come with any guarantee of support in 
times of stress. Indeed, the presumption must be the opposite. 
Shareholders and creditors should expect to bear the cost of failure. 

That presumption needs to have real weight. That means the fi- 
nancial system itself must be stronger and made more able to han- 
dle the failure of any financial firm. In this last crisis it was not. 

And as part of our proposal we have also called for firms to pre- 
pare what have been called living wills, a credible plan for their 
rapid resolution in the event of distress. This requirement will 
leave us better prepared to deal with the firm’s failure and will 
provide another incentive for firms to simplify their organizational 
structures and improve risk management. 

By building up capital and liquidity throughout the system, by 
increasing transparency in key markets, our plan will make it easi- 
er for the system to absorb the failure of any given financial insti- 
tution. In most circumstances, these precautions will be enough. 
Moreover, in the event that these firms do fail, we believe that 
these actions will minimize the risk that any individual firm’s fail- 
ure will pose a danger to broad financial stability, which is why 
bankruptcy will remain the dominant option for handling the fail- 
ure of a non-bank financial institution, even very large ones. 

The last 2 years, however, have shown that the U.S. government 
simply does not have the tools to respond effectively when failure 
could threaten financial stability. That is why our plan permits the 
government, in very limited circumstances, to resolve the largest 
and most interconnected financial companies outside the tradi- 
tional bankruptcy regime, consistent with the approach long taken 
for bank failures. 

This is the final step in addressing the problem of moral hazard. 
To make sure we have the capacity, as we do now for banks and 
thrifts, to break apart or unwind major non-bank financial firms in 
an orderly fashion that limits collateral damage to the system. 

The resolution authority we have proposed allows the govern- 
ment to impose losses on shareholders and creditors without expos- 
ing the system to sudden disorderly failure that puts everyone at 
risk. Our approach is modeled on the longstanding regime for bank 
failure. 

There are significant and tested safeguards in placed, modeled on 
the bank failure law to protect creditor rights. Creditors in the res- 
olution process, moreover, are protected by the same system of ju- 
dicial review that has existed for the FDIC and its predecessors for 
its receivership authorities for more than 75 years. 

In our view, we need to have humility about the future and our 
ability to predict or prevent every systemic failure of a major finan- 
cial firm. In a severe crisis if major firms fail and prudential meas- 
ures and capital buffers prove inadequate, special resolution should 
be available. 

Our proposals provide a way to end the firm, to wind it down 
without contributing to system-wide failure. Our proposals rep- 
resent a comprehensive, coordinated answer to the moral hazard 
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challenge posed by our largest, most interconnected firms, and the 
plan protects taxpayers and enables shareholders and creditors to 
take losses. 

Thank you very much, Mr. Chairman. 

[The prepared statement of Mr. Barr follows:] 

Prepared Statement of Michael S. Barr 


Assistant Secretary Michael S. Barr 
Written Testimony 

Before the House Judiciary Committee 
Subcommittee on Commercial and Administrative Law 
October 22, 2009 

Thank you Chairman Conyers, Chairman Cohen, Ranking Member Smith, and Ranking Member 
Franks. 1 appreciate the opportunity to testify today. 

The topic before the committee today is central to the task of reform. Just over a year ago, the 
collapses of Washington Mutual, Wachovia, and Lehman Brothers, and the extraordinary 
interventions in ATG, severely tested our collective ability to respond to the financial crisis. In the 
panic that followed, our financial system nearly ground to a halt. 

A swift response prevented a truly catastrophic collapse. But last September's events revealed deep 
weaknesses in our financial system. 

It did not take long for the financial contagion to infect the real economy. When President Obama 
took office, America's growth rate had hit negative 6.3 percent, and monthly job losses had reached 
741,000 - the worst in decades. 

There are indications that we have moved back from the financial brink and are headed toward 
economic recovery. Important parts of the financial system are back to functioning on their own. 
Some of the damage to people’s savings has been repaired. We have taken the first steps towards 
both reducing the government’s direct involvement in the financial system and reducing the risks 
that taxpayers are bearing. 

But we cannot ignore the urgent need for action: our regulatory system is outdated and ineffective, 
and the weaknesses that contributed to the financial crisis persist. Our citizens are paying the price 
everyday for the failures in our financial system. The progress of recovery musf not distract ns 
from the project of reform. 

The Administration has put forward comprehensive reforms and we are working closely with 
Congress to enact legislation by the end of this year. 

Our goals are simple: to give responsible consumers and investors the basic protections they 
deserv'e; to lay the foundation for a safer, more stable financial system, less prone to panic and 
crisis; and to safeguard American taxpayers from bearing risks that ought to be borne by 
shareholders and creditors. 

I want to begin today by briefly outlining the Obama Administration’s approach to financial 
regulatory reform, and in particular to explain the way that our plan addresses the challenge of those 
firms whose failure could threaten the stability of the financial system. Then I will address some of 
the key questions that have been raised about the relationship between the Administration’s 
proposal for resolution authority and bankruptcy, and about the models used as a basis for this 
resolution authority. 
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In recent decades, we’ve seen the significant growth of large, highly leveraged, and substantially 
interconnected financial firms. These firms benefited from the perception that the government 
could not afford to let them fail. This perception was an advantage in the market place. Creditors 
and investors believed that large firms could grow larger, take on more leverage, engage in riskier 
activity - and avoid paying the consequences should those risks turn bad. It is a classic moral 
hazard problem. 

Of course, during the financial crisis, the federal government did stand behind almost all of these 
firms. That action was necessary, but there is no question that, unless we enact meaningful reforms, 
the fact that the federal government intervened this past year will have made the problem worse. 

We take this moral hazard challenge very seriously. Our proposals for reform address it head on. 
We must end the perception that any firm is too big to fail. 

First, the biggest, most interconnected financial firnis must be subject to serious, accountable, 
comprehensive oversight and supervision. The idea that investment banks like Bear or Lehman or 
other large firms like AIG could escape meaningful consolidated federal supervision should be 
considered unthinkable from now on. 

For the largest, most interconnected financial firms - for any firm whose failure might threaten the 
stability of the financial system - there must be clear, inescapable, single-point regulatory 
accountability. The scope of that accountability must include both the parent company and all 
subsidiaries. 

In our view, the Federal Reserve is the agency best equipped for the task of supervising the largest, 
most complex firms. The Fed already supervises all major U.S. commercial banking organizations 
on a firm-wide basis. After the changes in corporate structure over the past year, the Fed now 
supervises all major investment banks as well. It is the only agency with broad and deep knowledge 
of financial institutions and the capital markets necessary to do the job effectively. 

So the first part of our approach to the moral hazard problem is clear, accountable, comprehensive 
oversight and supervision. 

The second part is tougher standards. 

The days when being large and substantially interconnected could be cost-free - let alone carry 
implicit subsidies - should be over. The largest, most interconnected firms should face significantly 
higher capital and liquidity requirements. 

Those prudential requirements should be set with a view to offsetting any perception that size alone 
carries implicit benefits or subsidies. And they should be set at levels that compel firms to 
internalize the cost of the risks they impose on the financial system. 

Through tougher prudential regulation, we aim to give these firms a positive incentive to shrink, to 
reduce their leverage, their complexity, and their interconnectedness. And we aim to ensure that 
they have a far greater capacity to absorb losses when they make mistakes. 

The third key element of our response to the moral hazard problem is to emphasize that being 
among the largest, most interconnected firms does not come with any guarantee of support in times 
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of stress. Indeed, the presumption should be the opposite: shareholders and creditors should expect 
to bear the costs of failure. 

That presumption needs to have real weight. That means the financial system must be able to 
handle the failure of any firm. In this last crisis, it clearly was not. 

Leading up to the recent crisis, the shock absorbers that are critical to preserving the stability of the 
financial system - capital, margin, and liquidity cushions in particular - were inadequate to 
withstand the force of the global recession. 

While the largest firms should face higher prudential requirements than other firms, standards need 
to be increased system-wide. We've proposed to raise capital and liquidity requirements for all 
banking firms and to raise capital charges on exposures between financial firms. 

We’ve also laid out principles that we believe should guide regulators in setting capital 
requirements in the future. The core principle is that capital and other regulatory requirements 
must be designed to ensure the stability of the financial system as a whole, not just the solvency of 
individual institutions. 

Beyond that, we’ve called for a greater focus on the quality of capital. We’ve called for capital 
requirements that are more forward-looking and reduce pro-cyclicality. We’ve called for explicit 
liquidity requirements. And we’ve called for better rules to measure risk in banks’ portfolios. 

As part of our proposal, we’ve called for firms to prepare what some have called “living wills.” We 
would require major financial firms to prepare and regularly update a credible plan for their rapid 
resolution in the event of distress. Supervisors will make this a key component of regulatory 
oversight, both domestically and internationally as has been agreed in the G20. This requirement 
will leave us better prepared to deal with a firm’s failure - and will provide another incentive for 
firms to simplify their organizational structures and improve risk management. 

We’ve also called for measures to strengthen financial markets and the financial market 
infrastructure. For example, we’ve proposed to strengthen supervision and regulation of critical 
payment, clearing, and settlement systems and to regulate comprehensively the derivatives markets. 

Our plan would require all standardized derivatives to be centrally cleared and traded on an 
exchange or trade execution facility - substantially reducing the build-up of bilateral counterparty 
credit risk between our major financial firms. We would require all customized OTC derivatives to 
be reported to a trade repository, making the market far more transparent. We would provide for 
strong and consistent prudential regulation of all OTC dealers and all other major players in the 
OTC markets, including robust capital and initial margin requirements for derivative transactions 
that are not centrally cleared. 

We should never again face a situation - so devastating in the case of ATG - where the potential 
failure of a virtually unregulated major player in the derivatives market can impose risks on the 
entire system. 


Taken together, the significance of these reforms should be clear: by building up capital and 
liquidity buffers throughout the system, and by increasing transparency in key markets, our plan 
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will make it easier for the system to absorb the failure of any given financial institution. The 
stronger the system, therefore, the clearer it will be that there is no such thing as an implicit 
government guarantee. 

Threats to Financial Stability 

In most circumstances, these precautions will be enough. More comprehensive oversight, combined 
with stronger capital and liquidity standards and the other measures we’ve proposed, will minimize 
the risk that the largest financial institutions will face failure. Moreover, in the event that they do 
fail, we believe that these actions will minimize the risk that any individual firm’s failure will pose 
a danger to broad financial stability, which is why bankruptcy proceedings will remain the dominant 
option for handling the failure of a non-bank financial institution, even very large ones. 

The last two years, however, have shown that the U.S. government simply does not have the tools to 
respond effectively when failure could threaten financial stability. That is why our plan permits the 
government, in very limited circumstances, to resolve the largest and most interconnected financial 
companies outside of the traditional bankruptcy regime and consistent with the approach long taken 
for bank failures. 

This is the final step in addressing the problem of moral hazard. To make sure that we have the 
capacity - as we do now for banks and thrifts - to break apart or unwind major non-bank financial 
firms in an orderly fashion that limits collateral damage to the system. 

Bankruptcy is and will remain the primary method of resolving a non-bank financial firm. But as 
Lehman’s collapse has showed quite starkly, and as 1 will discuss in some detail today, there are 
times when the existing options under the Banlo-uptcy Code are simply not adequate to deal with the 
insolvency of large financial institutions in times of severe crisis. 

The resolution authority we have proposed allows the government to impose losses on shareholders 
and creditors without exposing the system to a sudden, disorderly failure that puts everyone else at 
ri sk. 

To be clear, in those limited circumstances, the objectives of the resolution regime will differ from 
those of the Bankruptcy Code. The express purpose of the bankruptcy code is to reorganize or 
liquidate a failing firm “for the benefit of its creditors". Our proposed resolution regime is 
structured to manage the failure of a financial firni in a manner that protects taxpayers and the 
broader economy and promotes stability in the financial system. This purpose is explicitly different 
than the purposes of the Bankruptcy Code, but that is why the Administration’s proposal is 
narrowly tailored to situations in which there are exceptional threats to financial stability. It is not 
intended to replace bankruptcy in any but the rarest circumstances. 

In order for a company to find itself subject to our proposed resolution regime, the Secretary of the 
Treasury must determine, in consultation with the President, that: (1) the financial company is in 
default or in danger of default; (2) the failure of the financial company would have serious adverse 
effects on financial stability, and (3) use of the proposed regime would avoid or mitigate such 
adverse effects. 

Moreover, that determination may only be made after such a finding has been recommended by 
both the Federal Reserv'e Board md the appropriate federal regulator (either the FDTC or the SEC). 
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Furthermore, those recommendations may only be made with the consent of two-thirds of the 
Federal Reserv e Board and two-thirds of the Board or Commission of the appropriate federal 
regulator. 

This strict mechanism for invoking the resolution regime would require significant consensus. 
Moreover, inherent in the determination that use of this authority is necessary is that the ripple 
effects of the potential losses will go far beyond the immediate creditors and counterparties of the 
affected firm. In those instances, therefore, it is appropriate that a broader set of tools are available 
to prevent widespread hann to the financial system and the real economy. 

Claims Priorities and Existing Models 


Our approach is modeled on the long standing regime for bank failure. There are significant and 
tested safeguards in place modeled on the bank failure law to protect creditor rights. 

The claims disposition process under the Administration’s proposal will protect secured creditors, 
as under bank failure and bankruptcy laws. 

For unsecured claims, the priority system contained in the legislation is also generally modeled after 
those contained in the Federal Deposit Insurance Act and under the Bankruptcy Code with one 
exception. To protect the interests of taxpayers and to guard against moral hazard on the part of 
unsecured creditors and shareholders in the covered bank holding company, claims of the United 
States are given priority over these stakeholders, just as the Bankruptcy Code gives some preference 
to unsecured claims of the government over unsecured creditors and shareholders, for certain types 
of taxes and penalties, as well as to parties providing credit to a debtor during the period of its 
administration under the Bankruptcy Code. 

Finally, creditors in the resolution process are protected by the same system of judicial review that 
has existed for the FDIC (and its predecessors) for its receivership and conservatorship authorities 
for more than 75 years. Our proposal seeks to respect the Bankruptcy Code’s fundamental 
principles of fairness and equity among similarly situated stakeholders. As is the case under the 
Bankruptcy Code’s best-interests test and under the model in place for bank resolution, in the 
limited circumstances where we permit deviation from those principles our proposal expressly 
guarantees that stakeholders will be made no worse off by a regulator’s use of resolution authority 
than would be the case in a liquidation. The legislation also maintains the right of an affected 
company to seek judicial review following the appointment of a receiver or conservator and a 
claimant’s right to challenge a regulator’s disallowance of its claim. 

As with any new proposal, the first and most central questions are: how would this work'i’ How 
would it be different than what is possible today? So let me close with a brief overview of how 
these authorities could come together if the U.S. government were once again faced with situations 
like those of last September. 

First, firms would have prepared a “living will” embodying a resolution strategy. Second, such 
fmns would have large capital buffers in the event of failure, and stringent conditions imposed on 
the use of “hof’ money funding. Regulators would have the authority to supervise the firm for 
system-wide risks and to impose tough prudential measures. But we need to have some humility 
about the future and our ability to predict and prevent every systemic failure of a major financial 


5 



25 


firm. In a severe crisis, if major firnis fail, and prudential measures and capital buffers prove 
inadequate such that bankruptcy is not an option, special resolutions should be available. 

A conservatorship or receivership under this authority would have four essential elements that 
would improve execution and outcomes relative to the tools that were available last fall: (i) swifter 
replacement of board and senior management with new managers selected by the FDIC; (ii) a 
temporary stay of counterparty termination and netting rights to mitigate the adverse consequences 
to the company’s liquidity, avoiding the cross defaults and cascades that otherwise, create a vicious 
cycle leading ultimately to financial collapse; (iii) the ability to provide the firm with secured 
financing to fund its liquidity and capital needs during the conservatorship or receivership to 
mitigate the "knock on” effects of any firm’s failure and to fund its operations, pending its sale or 
winding down.; and (iv) the creation of one or more bridge bank holding companies in the case of a 
receivership to preserve the business franchise, deal with counterparty claims, and protect viable 
assets of stronger subsidiaries pending their sale. This would end the firm - wind it down - without 
contributing to system-wide failure. 

In 1933, following an uncomfortably familiar chain of events, the failure of one bank bred panic 
and market disruption so great that Congress sought to insure that such events would not be 
repeated. In its wisdom, Congress created the FDIC and endowed it with the authority to resolve 
troubled banking institutions with the swiftness necessary to maintain the stability of the financial 
system of the time. Again in the wake of the thrift and bank failures of the late 1980s, Congress 
enacted reforms to enhance the FDlC’s ability to manage the unprecedented scale, scope and 
complexity of modem bank failures. Our proposal does little more than apply to covered bank 
holding companies, under rare circumstances, the same model that Congress has developed, that the 
FDIC has executed, and that courts have respected, over the course of more than three-quarters of a 
century. 

Our proposals represent a comprehensive, coordinated answer to the moral hazard challenge posed 
by our largest, most interconnected financial institutions: strong, accountable supervision; the 
imposition of costs, both to deter excessive risk and to force firms to better protect themselves 
against failure; a strong, resilient, well-regulated financial system that can better absorb failure. The 
proposals for resolution authority borrow from established law and practice and are narrowly 
tailored to the extraordinary needs of the financial system and the economy during periods of crisis. 
The plan protects taxpayers and enables shareholders and creditors to take losses. 

Together, these proposals give us a clear and credible argument that, as the President said two 
weeks ago in New York, “Those on Wall Street cannot resume taking risks without regard for 
consequences, and expect that next time, American taxpayers will be there to break their fall.” 

Thank you. 
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Mr. Cohen. Thank you, Mr. Barr. I appreciate your staying with- 
in your 5 minutes and pardon your microphone. We will work on 
it. 

Second witness is Mr. Michael Krimminger, Special Advisor for 
Policy to the Chairman of the FDIC, especially involved in issues 
involving regulatory restructuring and resolution authority, mort- 
gage market developments, banking charter and capital, inter- 
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national and large bank resolution initiatives, derivatives, and 
other similar financial contract developments and assorted issues. 
He chairs the Basel Committee on Banking Supervision’s Cross- 
Border Resolutions Working Group, which recently issued a rec- 
ommendation for international infrastructure improvements and 
the international working group that developed core principles for 
effective deposit insurance systems. 

Mr. Krimminger, proceed please. 

TESTIMONY OF MICHAEL KRIMMINGER, 

FEDERAL DEPOSIT INSURANCE CORPORATION 

Mr. Krimminger. Chairman Cohen, Ranking Member Franks, 
and Members of the Subcommittee, thank you for the opportunity 
to testify on behalf of the FDIC today. 

The current crisis has caused tremendous hardships for millions 
of Americans and shaken confidence in our institutions and finan- 
cial system. Our system has proven resilient, but at great cost. 

To restore market discipline and prevent future bailouts, we 
must adopt reforms with the goal of ending “too big to fail.” These 
reforms must focus on strengthening market discipline while pro- 
tecting the public, and this should include strengthened oversight 
and capital requirements for our largest and most interconnected 
financial firms, creation of an oversight council to identify and ad- 
dress emerging systemic risk, more effective protections for con- 
sumers, and tightened regulation of derivatives. 

However, improved supervision and regulation alone cannot pre- 
vent the next crisis. Fundamentally, we must end “too big to fail” 
as an approach for dealing with the largest financial firms when 
they are failing. We need a resolution process for these firms that 
can be used in a crisis to close the firm while a receiver maintains 
critical operations to prevent a broader catastrophe for innocent 
businesses and consumers. 

This new process would only apply after a systemic oversight 
council decided that an exception to bankruptcy was essential to 
prevent systemic risk to our financial system. This is no bailout. In 
fact, shareholders and creditors absorb the losses and the firm’s as- 
sets are later sold to private firms. However, the ability to preplan 
the resolution, transfer key contracts to a bridge institution, and 
temporarily maintain critical financial operations will prevent the 
market disarray that could occur if the firm collapsed. 

To underline our goal of preventing future bailouts, we would 
recommend that the law ban special assistance targeted to specific 
open institutions. In a free economy there are winners and losers. 
When a firm cannot continue it should be closed. 

However, today we have a system in which the largest financial 
firms appear immune to market discipline. Bankruptcy provides 
the right process for the vast majority of insolvent companies. How- 
ever, the current crisis has reminded us that there are funda- 
mental differences between our largest financial firms and commer- 
cial or industrial companies. Large financial firms fulfill critical 
functions in providing financing for businesses and individuals, set- 
tling cash payment, intermediating liquidity and access to capital 
markets, and even providing the infrastructure and financing for 
the government securities market. 
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The functioning of our markets depends on ready liquidity, con- 
fidence among market participants, and financial assets whose 
value is tied to the intermediation of market, credit, and other 
risks. To end “too big to fail,” we must have a resolution process 
that market participants know can be implemented without caus- 
ing disarray in the markets. They must know the process will actu- 
ally be used in a crisis. 

What the solution should entail, first and foremost, is the swift 
and orderly closing of the firm while keeping its key functions oper- 
ating. Like the bank resolution process, this requires extensive 
preplanning and developed expertise in dealing with complex finan- 
cial operations. 

The immediate power to take charge of the firm and pass critical 
operations to a newly-created bridge financial institution will pro- 
tect the public by avoiding market uncertainty and ensuring con- 
tinuity. This will allow the receiver to stabilize the market, retain 
going concern value, and avoid dumping financial contracts in al- 
ready illiquid markets. The well-established checks and balances 
that protect stakeholders in the bank receivership process should 
apply here as well. 

In conclusion, the proposed resolution process is not a challenge 
to the important role that bankruptcy plays in the U.S. system. It 
simply offers an alternative in a financial crisis so that regulators 
can realistically close the largest firms while protecting the public 
from a market collapse and from future bailouts. 

I would be happy to answer any questions. Thank you. 

[The prepared statement of Mr. Krimminger follows:] 
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Chairman Cohen, Ranking Member Franks and members of the Subcommittee, I 
appreciate the opportunity to testify on behalf of the Federal Deposit Insurance 
Corporation (FDTC) on issues relating to the failure of systemically important financial 
firms. My testimony addresses the role that a new resolution process for potentially 
systemically significant financial institutions can play in a set of integrated reforms 
designed to reduce the likelihood of any future financial crisis. 

The current crisis has caused tremendous hardships for millions of Americans and 
shalcen confidence in our institutions and financial system. Our system has proven 
resilient, but at great cost. We believe that targeted refonns can greatly improve the 
strength of the financial and regulatory system, while ending the possibility of future 
taxpayer bail-outs. These refonns should include strengthened oversight of our largest 
and most interconnected financial institutions, an oversight Council to identify and 
address emerging systemic risks, and tightened regulation of derivatives. However, 
improved supervision and regulation cannot prevent the next crisis. Fundamentally, we 
must end “too big to fail” as an approach for dealing with the largest financial firms in a 
crisis. 


A fundamental problem has been the lack of a credible resolution mechanism for 
the largest financial firms, such as large bank holding companies, that addresses the need 
for speed, predictability, and continuity to avoid a disorderly collapse. Integrated with a 
proposed financial services oversight Council, this resolution mechanism would only 
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apply when the Council determined that it was essential to protect against a systemic risk 
during a crisis in our financial system. While our antitrust and bankruptcy laws will 
continue to play a key role in ensuring robust competition in our free economy, a new 
resolution mechanism for the largest financial firms is essential. 

There are fundamental differences between our largest financial firms and 
commercial or industrial companies. Large financial firms fulfill critical functions in 
providing financing for businesses and individuals, settling cash payments, 
intermediating liquidity and access to the capital markets and even providing the 
infrastructure and financing for the government securities market. The functioning of our 
markets depends on ready liquidity, confidence among market participants, and financial 
assets whose value is tied to the intermediation of market, credit, and other risks. To end 
“too big to fail” we must have a resolution process that can be applied in a crisis to 
protect the public interest, ensure that shareholders and other creditors absorb the risks 
and losses, and prevent interruption in a firm’s system-critical financial operations. This 
is no bail-out - in fact, the resolution process we recommend would prohibit any special 
assistance targeted to specific open institutions. 

The Problem of Too Big or Too Connected to Fad 

As the current crisis abates, a key issue that must be addressed is how to end 
government bail-outs for financial firms considered too big or too interconnected to fail. 
In our current system, large systemically important financial firnis (those the market 
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believes are “too big to fail”) are able to raise huge amounts of debt and equity and are 
given access to the credit markets at favorable terms without adequate consideration of 
the firms’ risk profile. In turn, they leverage these funds and become even larger. This 
process makes investors and creditors ever more complacent and even more likely to 
extend credit without fear of losses. In some respects, investors, creditors, and the firms 
themselves are making a bet that they are immune from the risks of failure and loss. 

They believe, and have been proven correct so far, that the government will not allow 
these firms to fail for fear of repercussions on the broader market and economy. 

In order to end too big to fail, we must find ways to impose greater market 
discipline, while avoiding the potential damage to our financial system that would result 
from a disorderly collapse of one of these firms in a crisis. We must provide a resolution 
process that instills confidence, both in the market and with policymakers, that closing 
these institutions will not lead to a systemic collapse. The solution must provide, first 
and foremost, a legal mechanism for the orderly resolution of these institutions similar to 
that which exists for FDTC-insured banks. This solution should ban assistance to specific 
open institutions to avoid any future bail-outs of these firms. The goal is to stop bail-outs 
and, thereby, enhance market discipline, while permitting the swift and orderly 
dissolution of the firm and the absorption of its assets by the private sector as quicldy as 
possible. 

The ad-hoc response to the current banking crisis was inevitable because no 
playbook existed for taking over an entire complex financial organization. The 
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disruptions that occurred in the aftennath of the Lehman Brothers bankruptcy filing, 
including illiquidity in major credit markets, made market participants and policymakers 
wary of using the bankruptcy process for major financial holding companies or financial 
firms. Bankruptcy can create dangerous uncertainty about the resolution of a 
systemically significant financial firm because the process entails negotiated solutions 
that, as in the Lehman bankruptcy, may leave hundreds of thousands of contracts 
unresolved for months. While the bankruptcy process works well for the vast majority of 
commercial insolvencies, it can engender broad disarray in the markets if the debtor's 
financial interconnections extend throughout the credit, derivatives, and other financial 
markets around the globe. Following the Lehman Brothers filing, the commercial paper 
market stopped functioning and the resulting decrease in liquidity threatened other 
financial institutions and businesses. 

One explanation for the freeze in markets was that the Lehman failure shocked 
investors. Following Bear Steams, investors assumed Lehman was too big to fail and its 
creditors would garner government support. Simply put, because investors did not 
consider that there was a possibility that Lehman would file for bankruptcy protection, 
investors were willing to make “moral hazard” investments in the high-yielding 
commercial paper of large systemic institutions. 

Another explanation is that the bankruptcy process was not designed to achieve 
the level of certainty needed for financial finns, like Lehman. In such firms, the value of 
the business and its assets are dependent on its relationships with other market 
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participants. Those relationships, in turn, depend on financial market contracts that 
require immediate and continuous access to vast quantities of liquidity. Rumors about 
Lehman’s liquidity problems, and the subsequent bankruptcy filing, triggered asset fire 
sales and destroyed the liquidity of a large numbers of claims held by Lehman's direct 
counterparties as well as of claims held by counterparties several steps removed from 
those having claims directly against Lehman itself This led to an abrupt collapse of 
liquidity as the ability of parties throughout the market to complete settlements was 
placed into doubt. 

While the underlying causes of the market disruption that followed the Lehman 
failure will be debated for years to come, both explanations point to the need for a new 
resolutions scheme for systemically important non-bank financial institutions which will 
provide clear, consistent rules for closing and resolving systemically important financial 
institutions, as well as a mechanism to maintain key systemic functions during an orderly 
wind down of those institutions. 

Under both explanations, we are left with the same conclusion - we must have a 
resolution mechanism designed to deal with a small, but critical, subset of complex 
financial firms. This is essential so that regulators can end “too big to fail” while 
avoiding the financial disruptions that could devastate our financial markets and 
economy. We must ensure that this process is effective so that the U.S. taxpayer will 
never again be called upon to prop up failed financial firms. Had a credible resolution 
mechanism been in place to resolve financial entities like Lehman prior to its bankruptcy 
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filing, investors would have paid the price of betting on a government rescue. Market 
liquidity would have been maintained and markets would not have reacted so negatively 
to the shock of a failure because they would be assured of an orderly and efficient wind 
down process. 

I’he Role of Bankruptcy 

Bankruptcy has a long and honored history under U. S. law. For the vast majority 
of the business bankruptcies in the United States, the current system has worked very 
well. In fact the U.S. bankruptcy process is aptly considered a strength of our 
commercial and economic system. Many thousands of businesses have been successfully 
reorganized or liquidated under the Bankruptcy Code for the benefit of the creditors of 
that enterprise. The bankruptcy process has even been an effective tool for restructuring 
large companies such as General Motors and Chrysler. 

However, experience has shown that it does network well for the largest financial 
companies where their inability to complete settlements, or access liquidity, can trigger 
widespread market uncertainty. There are four key reasons for adopting a new resolution 
process for our largest financial firms. First, protection of the public interest must be 
paramount in designing an insolvency process for firms whose failure could, if not 
properly handled, trigger broader disruptions in our economy. The bankruptcy process 
focuses on resolving creditor claims and not protection of the broader public interest. For 
almost all insolvencies, this is the appropriate focus, but not for our most complex 
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financial firms. Under the proposed resolution process for systemically significant 
financial firms, creditors would not detennine the shape of the resolution, incumbent 
management would be replaced, and the resolution would be designed to protect the 
public, while ensuring that shareholders and other responsible parties bore the losses first. 
That is, the parties responsible for taking on the risks that destroyed the firm would be 
made to pay the price for their decisions, not the taxpayers. 

Second, a resolution of these financial firms requires pre-planning and cannot 
depend on administration by a debtor in possession, a newly appointed trustee, or a 
creditors’ committee. An essential element in the FDlC’s process for resolving failed 
insured banks virtually overnight is extensive pre-planning of the resolution and the 
ability to develop expertise in quickly implementing a resolution that preserves critical 
financial operations once the bank is closed. In fact, without the ability to pre-plan for 
the closure of an insured bank, the FDTC could not achieve success in giving insured 
depositors virtually immediate access to their deposits. This factor, so critical to 
preserving liquidity for even the smallest failed bank, is self-evidently indispensible to 
avoid broader market and economic disarray in the resolution of the largest financial 
firms in a crisis. While the bankruptcy process works effectively for reorganizing or 
winding up commercial firms, it is critical that an intervention into the innumerable 
financial connections of a major financial firm be well -planned in advance. Since these 
firms, in the past, have tended to fail abruptly due to a liquidity collapse, pre-planning 
and the ability to act quickly and efficiently is vital. 
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Third, a resolution of the most complex financial firms must be implemented 
quickly and in a predictable way. A resolution process using a governmental receiver 
that has developed expertise in the financial operations of large firms can provide the 
certainty needed by the financial markets. It is essential that the receiver have the power 
to act quickly and decisively to take over the business, preserve systemically significant 
financial operations, establish a bridge institution, and provide continuity for those 
critical operations. A governmental receiver can provide certainty by issuing regulations 
or statements of policy addressing key issues. Speed and predictability allows the 
markets, both domestic and international, to make investment, pricing and liquidity 
decisions with greater certainty and reduces the likelihood of market disruptions. The 
uncertainty about the settlement of hundreds of thousands of financial market contracts 
following Lehman’s bankruptcy filing last fall substantially contributed to the ensuing 
liquidity crisis as investors and other market participants drew back from exposures in the 
market. 

Fourth, a resolution process must provide continuity to critical financial functions. 
We have recommended that a special resolution process for systemically significant 
financial firms include an option to create a bridge financial institution. This tool, which 
is available as well in bank receiverships, allows the receiver to transfer assets and 
contracts from the failed firm to the bridge institution in order to retain franchise value 
and to avoid dumping financial contracts on the markets. Under the proposed resolution 
process, financial market contracts could be transferred to the bridge institution run by 
the governmental receiver without triggering netting and liquidation rights. This could 

8 



37 


prove vital to avoid a market melt-down. ^ The bridge financial institution also can 
maintain other systemically significant functions such as payments processing, securities 
lending, and the settlement of ongoing government securities or other transactions. Most 
critically, the bridge financial institution allows time to avoid a sudden loss of critical 
services and promotes market confidence. 


The bridge financial institution option, and the continuity it can provide, requires 
access to liquidity for ongoing operations. To achieve this, the proposed special 
resolution process includes ready access to liquidity for the bridge financial institution 
from a resolution fund provided from assessments paid by the industry. In contrast, 
under the Bankruptcy Code, a Chapter 1 1 debtor who will incur post-petition expenses to 
maintain operations must often borrow from lenders, usually at unfavorable rates. Debtor 
in possession financing can be particularly costly, or unavailable, for large financial fmns 
in bankruptcy since their assets are so dependent on market liquidity and confidence and 
the bankruptcy filing itself greatly reduces their asset value. The result is that there may 
be less funding to preserve valuable ongoing operations for sale. According to some 
commentators, the lack of debtor in possession financing following the Lehman 
bankruptcy filing led to many possible Chapter 1 i reorganizations becoming Chapter 7 
liquidations. Under the proposed resolution system for systemically significant financial 


' Professor Jay Westbrook noted in his testimony before tlie Siibconunittee on Sept. 26. 2008, tliat the 
exemption of financial assets from baiikruptcy proceedings poses difficulbes in implementing a 
comprehensive process for creditors. While we agree that patties to financial contracts should retain some 
''skin in the game,’' an equally important part of tlic problem is tliat these contracts rapidly lose value if 
they arc tied up in insolvency proceedings. To retain their value for crcditois and to mitigate market 
dismptions if they arc iimucdiatcly liquidated, the bridge institution option allows the receiver to avoid 
immediate netting and liquidation, continue die contracts, and muiimize tlie potential for spreading 
dismptions in the financial markets. 
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firms, the bridge option with its access to liquidity will provide continuity, while better 
preserving the value of financial assets for the benefit of creditors. 

The FDTC's current authority for insured banks and thrifts to act as receiver and to 
establish a bridge bank to maintain key functions and sell assets offers a good model. A 
temporary bridge bank allows the FDTC to transfer needed contracts to the bridge bank 
and preserve key banking operations, which can be crucial to stemming contagion. At 
the same time, by closing the bank and placing it into receivership, the FDIC assesses the 
losses against shareholders and market participants who should appropriately bear the 
risk. By preserving the going concern value of the financial assets, it also encourages 
interest by other Finns in purchasing the operations and assets of the firm, which can 
reduce losses to the receivership. 

Addressing Special Risks Posed By Ihe Derivatives Markets 

One of the major risks demonstrated in the current crisis is the tremendous 
expansion in the size, concentration, and complexity of the derivatives markets. While 
these markets perform important risk mitigation functions, financial firms that rely on 
market funding can see it dry up overnight. If the market decides the firm is weakening, 
other market participants can demand more and more collateral to protect their claims. 

At some point, the firm cannot meet these additional demands and it collapses. Under 
both the Bankruptcy Code and bank insolvency law, the counterparties to insolvent firms 
can terminate and net out derivatives and sell any pledged collateral to pay off the 
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resulting net claim. During periods of market instability — such as during the fall of 2008 
— the exercise of these netting and collateral rights can increase systemic risks. At such 
times, the resulting fire sale of collateral can depress prices, freeze market liquidity as 
investors pull back, and create risks of collapse for many other firms. 

In effect, financial firms are more prone to sudden market runs because of the 
cycle of increasing collateral demands before a firm fails and collateral dumping after it 
fails. Their counterparties have every interest to demand more collateral and sell it as 
quickly as possible before market prices decline. This can become a self-fulfilling 
prophecy — and mimics the depositor runs of the past. 

However, a significant difference between the Bankruptcy Code and bank 
insolvency law, as contained in the Federal Deposit Insurance Act (FDIA), allows the 
FDIC to address these risks in a bank failure and should be incorporated into the 
proposed resolution system for systemically significant financial firms. The difference is 
that under the FDIA, the counterparties to derivatives - called Qualified Financial 
Contracts in the FDIA - with a failed bank in receivership cannot terminate and net their 
contracts until after 5 p.m. on the business day following appointment of the FDIC as 
receiver. During this “window,” the FDIC can repudiate the contracts and pay more 
limited damages, or it can transfer the derivatives intact to another bank or to an FDIC- 
operated bridge bank. This power is critical to providing continuity to financial 
operations as well as to preserving value in derivatives to the benefit of the bank’s 
creditors. It also illustrates the important interplay between different recommended 
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insolvency powers - such as those to create bridge banks and transfer derivatives - needed 
to deal with the rapidly changing conditions affecting large financial institutions. 

Other Powers Needed by a New Resolutions Entity’ 

There are other resolution powers that are important to an effective resolution 
process for systemically significant financial firms. For example, the new resolution 
entity should be independent of the firm's prudential supervisor. In creating a new 
resolution regime, we must clearly define roles and responsibilities and guard against 
creating new conflicts of interest. No single entity should be able to make the 
detemiination to resolve a systemically important institution - there should be procedural 
and oversight checks and balances. For example, the current statute requires that 
decisions to exercise the systemic risk authorities for insured depository institutions must 
have the concurrence of several parties.^ For this reason, we have recommended that the 
oversight Council have the power to decide that the resolution of a systemically 
significant financial firm poses such a great risk to the public and financial system that it 
should be resolved through this new process, and not under the Bankruptcy Code. The 
Council would define why it chose to act, report to Congress on its action, and appoint 
the statutory receiver for the insolvent firm. The checks and balances in this process, as 
well as the right of shareholders to challenge the closing in court, prevent precipitous 
action and preserve market expectations. 

“ The FDI Act pcmiits tlic FDIC to take action or provide assistance as ncccssarr“ to avoid or mitigate the 
effects of a perceived systemic risk. In order for this to occur, the Act requires that there be a finding of 
systemic risk by the FDIC's Board of Directors, concurrence of tlic Board of Governors of tlic Federal 
Resen e System and a subsequent detemiination of systemic risk by tlie Secretaiy of die Treasuiy, 
following consultation w ith the President. 
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Once the decision to resolve a systemically important institution is made, the 
resolution entity must have the flexibility to implement this decision in a way that 
protects the public interest and limits costs. This flexibility in implementing the 
resolution is critical because there will be many complex decisions to be made, even 
under a well-developed statutory and regulatory framework, to quickly take over one of 
the largest financial firms and ensure that it can continue to operate critical payments and 
other financial functions. However, this flexibility is not unlimited and the receiver 
would remain liable for damages in an action in federal court should it deny a valid claim 
by a creditor. 

As receiver for failed insured banks and thrifts, the FDIC has the authority to 
terminate contracts after the failure, including contracts with senior management whose 
services are no longer required. Through its repudiation powers, as well as enforcement 
powers, termination of such management contracts can often be accomplished at little 
cost to the FDTC. Moreover, when the FDTC establishes a bridge institution, it is able to 
contract with individuals to serve in senior management positions at the bridge institution 
subject to the oversight of the FDIC. The new resolution entity should be granted similar 
statutory authority as in the current resolution of financial institutions. 

These additional powers would enable the resolution authority to employ what 
many have referred to as a “good bank — bad bank” model in resolving failed 
systemically significant institutions. Under this scenario, the resolution authority would 
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take over the troubled fimi, imposing losses on stockholders and unsecured creditors. 
Viable portions of the fimi would be placed in the good bank, using a structure similar to 
the FDTC’s bridge bank authority. The nonviable or troubled portions of the firms would 
remain behind in a bad bank and would be unwound or sold over time. Even in the case 
of creditor claims transferred to the bad bank, these claims could be made partially liquid 
very quickly using a system of “haircuts” tied to FDTC estimates of potential losses on 
the disposition of assets. 

The proposed resolution system will not upset settled commercial or creditor 
expectations. Creditors will receive payment according to a statutory priority system - 
virtually identical to that found in the Bankruptcy Code. Likewise, lien and other 
contract rights, as in FDIC receiverships, will have specific statutory protection. Like the 
current FDIC receivership process for failed insured banks, the proposed insolvency 
mechanism for systemically significant financial firms would provide for resolution of 
claims through an administrative claims process followed by de novo access to the 
federal courts for shareholders and creditors of the firm. In short, the proposed resolution 
system addresses how to protect the public interest, while preserving the rights of 
creditors. 

Who Should Resolve Systemically Significant Entities ? 

As the only government entity regularly involved in the resolution of financial 
institutions, the FDIC can testify to what a difficult and contentious business it is. 
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Resolution work involves making hard choices between competing interests with very 
few good options. It can be delicate work and requires special expertise. 

In deciding whether to create a new government entity to resolve systemically 
important institutions, Congress should recognize that it would be difficult to maintain an 
expert and motivated workforce when there could be decades between systemic events. 
The FDIC experienced a similar challenge in the period before the recent crisis when 
very few banks failed during the years prior to the current crisis. While no existing 
government agency, including the FDIC, has experience with resolving the largest 
systemically significant financial firms, probably no agency other than the FDIC 
currently has the kinds of skill sets necessary to perfonn resolution activities of this 
nature. 


In determining how to resolve systemically important institutions, Congress 
should only designate one entity to perform this role. Assigning resolution 
responsibilities to multiple regulators creates the potential for inconsistent resolution 
results and arbitrage. While the resolution entity should draw from the expertise and 
consult closely with other primary regulators, spreading the responsibility beyond a 
single entity would create inefficiencies in the resolution process. In addition, 
establishing multiple resolution entities would create significant practical difficulties in 
the effective administration of an industry funded resolution fund designed to protect 
taxpayers. 
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Conclusion 


The evidence from this financial crisis demonstrates the need for changes in the 
way the failures of systemically important financial firms are handled. The failure of a 
systemically important financial firm can be devastating to financial markets, businesses, 
and all Americans. It is essential that we put an end to “too big to fail” by imposing 
greater market discipline on systemically important institutions. The FDIC believes that 
the solution must involve, first and foremost, a legal mechanism for the swift and orderly 
resolution of systemically important financial firms in a crisis and that the FDIC’s 
resolution powers as the receiver of failed insured depository institutions provide a good 
model. 


The FDIC stands ready to work with Congress on this critical issue. 
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Mr. Cohen. Thank you, Mr. Krimminger. I appreciate your testi- 
mony. 

And I now recognize myself for 5 minutes of questioning. 

First thing I want to ask, I guess, is Mr. Barr, and I am not sure 
if you can answer this or not, hut a lot of people feel that Mr. 
Paulson chose his friends at Goldman Sachs and other friends in 
the financial market to take care of and let other friends die. The 
laws are supposed to be applied fairly, and the bankruptcy code is 
a fair, due process, transparent system where people — there are 
laws and the judges are supposed to work in that. 

How can you assure the public and those of us who voted for the 
TARP, although reluctantly, that if we have such a resolution au- 
thority formed that there will be fairness and transparency rather 
than favoritism played when it is outside of the bankruptcy system, 
which has fairness build into it? 

Mr. Barr. Thank you very much, Mr. Chairman. 

Under the regime that we have proposed — the resolution regime 
we proposed — it is modeled on the long history under the Federal 
Deposit Insurance Act, that if the FDIC acts as receiver under such 
cases, under the Administration’s proposed approach for the larg- 
est, most interconnected firms, the same process would be used. 

So the FDIC would act as receiver, there would be judicial review 
as there is today of the FDFs decision with respect to the appoint- 
ment of a receiver, there would be judicial review with respect to 
the FDIC’s decisions with respect to the payment of claims, and so 
there are important safeguards very much built into the basic 
structure of resolution in our regime. 

Mr. Cohen. Thank you. 

And Mr. Krimminger, maybe you would answer this but maybe 
Mr. Barr would if — it is just it is FDIC. In FDIC, when a bank 
needs protection does every bank have the same — is dealt with the 
same way, or is there any subjectivism on the judgment on the part 
of the FDIC on which banks and how they deal with them? 

Mr. Krimminger. Well, the banks are dealt with — under the 
FDIC’s current law we are required to apply the least cost test. In 
other words, we have to choose the resolution process for that par- 
ticular bank that is the least costly to the deposit insurance fund. 
So in other words, it is determined in some ways by the assets of 
the bank, but not by the character of the bank management or any 
other types of influences. We simply bid the bank out to resolution 
and then the winning bidder — the highest bidder, essentially, then 
acquires the bank’s assets. 

The proposal we are talking about here would essentially create 
the same process so that you might have to temporarily, with the 
largest firms, create a bridge financial institution in order to bridge 
that process so that there wouldn’t be an immediate collapse, but 
nonetheless there would be a bidding process that would be open 
and transparent so that other financial firms could bid for the as- 
sets and operations of that bank once it were stabilized — for that 
institution once it were stabilized. 

Mr. Cohen. Mr. Barr, I might have missed it, but I think you 
said something about the largest financial institutions. Is there a 
definition of what the largest financial institutions would be so that 
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they would all be within the same class and not be determined by 
favoritism? 

Mr. Barr. So, under our proposal, Mr. Chairman, the Federal 
Government, through the agencies, the Federal Reserve, with input 
from the counsel of all the regulators, would make a determination 
that a firm that is large, interconnected, and highly leveraged such 
that its failure would pose a threat to financial stability could be 
designated for stricter, tougher, more stringent forms of super- 
vision with higher capital standards, higher prudential require- 
ments, the requirement of the living will, the tougher set of stand- 
ards I outlined very quickly in my testimony. 

That designation itself would have due process protections in it. 
It would have a provision with respect to notice and an opportunity 
to be heard and to rebut the designation. And that process would 
be open. 

Mr. Cohen. It may not be — it is not directly relevant to this, but 
Mr. Barr, do you have anything to do with the Treasury’s decisions 
on bonuses and this outrageous system that we have now? 

Mr. Barr. I do not. That is not directly within my responsibil- 
ities. I am certainly aware that the Treasury is involved in such 
cases, but it is not core to my responsibility. 

Mr. Cohen. Okay. Mr. Miller, who is going to testify later, has 
suggested Lehman’s biggest problem was lack of liquidity and a 
need for stay protection. Have you read Mr. Miller’s testimony, Mr. 
Barr? 

Mr. Barr. I have, just before this hearing. 

Mr. Cohen. And what do you believe about his suggestion that 
the problem was its lack of liquidity and the suggestion that the 
Treasury’s authority be expanded in certain circumstances and 
that we needed to amend the bankruptcy code to eliminate safe 
harbor provisions for derivatives and other types of transactions? 

Mr. Barr. In our judgment, whatever is done with respect to the 
bankruptcy code, it is absolutely essential that we have resolution 
authority for the failure of the largest, most interconnected firms 
that might pose a risk to the system. The resolution authority is 
designed to meet different objectives from the bankruptcy code. The 
bankruptcy code, as you know far better than I, is focused on the 
process with respect to creditors. The resolution regime is really de- 
signed to protect all of us, to protect the economic system from the 
collapse of a significant financial firm that blows through its cap- 
ital buffers. 

So we think whatever the Committee decides to do with respect 
to bankruptcy, it is absolutely essential that we have resolution au- 
thority. 

Mr. Cohen. Thank you, Mr. Barr. 

And before I recognize Mr. Franks, the problem we have got — 
and I concur with much of what you have said and what Mr. 
Bernanke says and Mr. Geithner — but when you said that the reso- 
lution authority is to protect all of us, with that as a belief, you 
know, I tepidly push the green button. But it is so difficult to do 
that when you see what the people on Wall Street are doing with 
the money, and how well they live, and how arrogant they are, and 
it is hard to think it is really us. It is about them; it is their crowd, 
it is not our crowd. 
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Mr. Barr. If I would, Mr. Chairman, I think that people are 
rightly outraged at that kind of behavior. I know I certainly am as 
well. I think, though, that it is incumbent on us to design a system 
in the future that protects us from excessively risky behavior, that 
requires firms to pay their own way, and by that I mean having 
big capital cushions so they take their own losses, and I also mean 
if there is any financial trouble in the future that the largest firms 
are the ones that pay for it, not us. 

Mr. Cohen. And do you think there should be something in your 
legislation — in the legislation so we don’t have to come back later 
and fight another special interest group when we have it as an in- 
dividual bill to have some control over executive compensation 
maybe in the bill, when somebody comes into your authority that 
it has already drafted as part of that law that there is no allowance 
of these particular types 

Mr. Barr. We have made legislative suggestions with respect to 
executive compensation. Those have passed in the House with re- 
spect to stay on pay and the independence of compensation commit- 
tees, and we have been strongly in favor of regulators taking into 
account compensation in the firm not just for the highest paid ex- 
ecutives but throughout the firm in judging the firm’s risk manage- 
ment practices. So I do think those are important principles. 

Mr. Cohen. They are important principles, and I think there 
ought to be something specifically in your legislation if you hope to 
pass it that makes the public realize it is not going to be another 
fight. 

Mr. Barr. I would agree, Mr. Chairman, and there are these two 
provisions that would be essential to the reform package we have 
put forward in a legislative manner. 

Mr. Cohen. Thank you, Mr. Barr. 

I now recognize the Ranking Member for 5 minutes, Mr. Franks. 

Mr. Franks. Well, thank you, Mr. Chairman. Mr. Chairman, the 
Chairman of the full Committee asked, I think, a very pressing 
question related to how organizations police themselves. And I 
think he is right; I think it is very difficult for any group to police 
themselves even though I think they have a responsibility to do so. 
But ultimately it is wise to have a third disinterested party as ref- 
eree. 

And I am concerned that what I am hearing here would put an 
awful lot of power into the executive branch or into your bureau- 
cratic branch of government to the extent that it would be difficult 
for them to police themselves any better than anyone else. I mean, 
in this week’s news the White House pay czar is slashing corporate 
pay by 90 percent. The TARP inspector general says we won’t get 
our TARP funds back. Unemployment is up in 49 of 50 states, and 
kind of the surreal events in our economy, the list sort of goes on. 

And now what I hear — an all due respect, because I know you 
guys are here to advocate a position and there is no personal dis- 
respect intended — but what I hear is that you are asking us now 
to give the government new power to seize Citigroup and the Bank 
of America and the rest of the largest financial institutions we 
have. And I just think on the basis of both the Bush and the 
Obama administrations in the last year I don’t know how we can 
possibly trust government — the bureaucratic aspect of govern- 
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ment — to use that authority without blowing it up again in every- 
one’s faces. 

And I guess I am convinced that unless we get back to some ba- 
sics and make sure that these financial institutions have basic re- 
quirements to where they are the ones that are at risk when they 
make these decisions there will never be enough policemen to take 
care of it. The way to get organizations to police themselves, as 
Chairman Conyers said, I think is to create a tremendous incentive 
on their part — selfishly on their part — to do so. 

Now, in 2008 two of the ostensibly foremost financial authorities 
in the world — Ben Bernanke and Hank Paulson — I think they 
made a critical mistake when they were inconsistent in responding 
to Bear Stearns and Lehman Brothers. Later I think they made an- 
other mistake when they came to Congress and declared that the 
financial system would collapse if they were not granted this rescue 
authority. But they failed to present a full, thought-out rescue 
plan, in my judgment; two-and-a-half pages is what they brought 
us. 

Now, John Taylor, of Stanford, and other eminent economists say 
that those two mistakes played a major role in triggering the all- 
out financial panic after September 19. So if we couldn’t trust these 
two experts to make two decisions in the course of a month to avoid 
a systemic panic, how do we entrust the entire future to the same 
experts again working with lesser experts in the FDIC and the 
SEC? I know that is kind of a convoluted question, but I am just 
suggesting — what I hear Mr. Krimminger saying, you know, about 
the process of how you would administer the end-of-life decisions 
of a major company, as it were, they sound an awful lot like the 
bankruptcy process. 

And I am just wondering, how does the executive branch feel like 
that without any practice in regard all of a sudden that they are 
going to be able to handle it better than the bankruptcy process? 

So I guess I will start with you, Mr. Krimminger. Take a shot 
at it. 

Mr. Krimminger. Well, I appreciate the chance to respond. I 
mean, I think the — what we have developed over the last 75 years 
is a fairly stabilized process, or a very stabilized process for dealing 
with failed banks. What we are suggesting with the resolution au- 
thority is that when an institution is at the point of death, where 
it is in default on its obligations, or would be subject to a Chapter 
11 proceeding, that the council or that the, you know, key authori- 
ties would have the ability to take that institution and put it into 
a resolution process that is very much like the bankruptcy process. 

The difference is that we would have this process designed to 
make sure that you could have the continuity that is available at 
times during a Chapter 11 reorganization but have the access to 
the liquidity resources that would allow that continuity through a 
bridge financial institution and would allow it to continue while 
you are in the process of selling off the assets 

Mr. Franks. I don’t want to interrupt you, Mr. Krimminger, but 
why can’t that process — what you are talking about sounds good, 
but why can’t that occur under bankruptcy? 

Mr. Krimminger. Well, right now one of the difficulties with the 
largest financial institutions is that you need to have preplanning. 
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build up a level of expertise in dealing with the types of financial 
contracts we are talking about, that you need to be able to have 
the ability to continue those without having to rely upon debtor in 
possession financing, which at times, as in the crisis last fall, can 
be difficult to acquire. So this would allow for some backup liquid- 
ity financing. 

But let me emphasize one point that I think is very important — 
it is very important to us. We would not be allowing, under what 
we would propose, would not be allowing open bank assistance or 
assistance for specific open institutions. This would be a situation 
where you would close the institution, put it into a receivership or 
a resolution, but make sure that the public interest was protected 
by continuing those key financial operations. 

Mr. Franks. Mr. Chairman, I guess I would just — my time is up 
but I would just like to suggest that if I am a financial source to 
one of these companies and they are going into this process I would 
be much more likely to give money or to encourage the process to 
continue under a bankruptcy setting than I would on sort of an un- 
charted, untested bureaucratic takeover of the process. 

It simply doesn’t make a lot of sense to me because I think that 
the whole process becomes politicized and those critical resources 
that are necessary to even animate a process like this become com- 
pletely uncertain about doing anything, and I think they take a 
hands-off approach. That is just my opinion, and I yield back. 

Mr. Cohen. Thank you, sir. 

I now recognize the gentleman from Wayne County, Michigan, 
Wayne State University, dean of the Judiciary Committee, Mr. 
Conyers. 

Mr. Conyers. Thank you, Mr. Chairman. 

I appreciated the line of questions that you engaged our distin- 
guished witnesses in, and for Trent Franks I want to say that I ap- 
preciated his line of questioning especially. We are making momen- 
tous decisions about how we get out of the problem that we are in. 
And so it is very critical to minimize finger-pointing because that 
always deteriorates down to personalities. 

But there are a lot of apologetic bureaucrats, economists, govern- 
ment officials that are lining up here, Trent. Chris Cox was very 
sorry about how he misapprehended the problem in his executive 
branch position. Alan Greenspan, the guru of American economic 
policy for decades, apologized about how he misunderstood it. Hank 
Paulson has made some remarkable about-faces about things that 
he has done. 

But wait. There is Ben Bernanke, who now — you know, these 
guys just didn’t drop out of the sky. They have been in this busi- 
ness for a long time. Do you know what Tim Geithner was doing 
before he came to Washington? He was in New York. What was he 
doing there? Heading up the Federal Reserve. 

And what about Larry Summers? You think he has been the 
head of Harvard? Is that all you think he has done? No. 

You know, there have been — it would be very interesting for us 
to track all the about-faces that have been made in their careers, 
and it is not to say that if you find out that you are wrong and 
you admit you are wrong — I think it is the thing to do. I have had 



50 


to do it. But I didn’t affect the American economic system when I 
made a mistake. 

Who among us hasn’t cast a vote that, on reflection, you might 
have not voted that way at all? So, you know, this father-knows- 
hest attitude, this know-it-all approach — and I want to say here 
and now that the resolution authority risks creating a new genera- 
tion of companies that are too hig to fail. Now you can’t find any- 
body in Washington that doesn’t realize that this “too big to fail” 
crap was just that. 

Oh, we all know that now. We didn’t know it until just very re- 
cently, though. And so for one, I haven’t heard anybody yet suggest 
that the Department of Justice controlling antitrust questions, 
bankruptcy questions, should be given at least equal authority to 
block any asset sale that would harm competition. 

Look, you don’t have to agree with me, but not to discuss it — it 
is one thing if we have a discussion and we don’t reach agreement. 
It is another thing that it is not even on the table for discussion. 
None of you have indicated — of our distinguished witnesses — have 
indicated anything like the direction that the Chairman, the Rank- 
ing Member, myself are moving in, and I would like you to explain 
this difference of economic analysis that we are in. 

Mr. Barr. Mr. Chairman, if I could just try. I think first I would 
agree with both Chairman Conyers and Ranking Member Franks 
that the absolutely essential first step, important step, is that firms 
pay their own way. We need to have firms taking risks, having big 
capital buffers so in the event that they fail their owners suffer. We 
need to make sure that we have a system of tough prudential su- 
pervision of the largest firms with respect to their capital positions, 
their liquidity positions, their activities, engagement with merger 
and acquisition activity, management interlocks, the full range of 
tools available to address the problem of too big to fail. 

We do need to end the perception of too big to fail. It is an abso- 
lutely critical element. I think we are in agreement on that. I think 
we need to have tougher standards to do that. 

The question is, what do you do in the event of extremists in a 
crisis? And I think our judgment is, consistent with Ranking Mem- 
ber Franks’ earlier statement, we need to be humble about the abil- 
ity of regulators; we need to be humble about the ability of man- 
agers of large firms. People are going to make big mistakes and 
you need to have big buffers in the system when they do so that 
taxpayers aren’t on the hook. 

So in our resolution regime, this is a regime to end big firms if 
they have made big mistakes, but to do it in a way that doesn’t 
bring down the system. And if any financing is needed to do that, 
the industry — the large firms in our industry, in the financial in- 
dustry have to be on the hook for it. They have got to be — in the 
legislation there has got to be an assessment on them so that in 
the event any financing is required or any working capital is re- 
quired, that the largest firms are required to pay, not the taxpayer. 
That is an essential part of our reform. 

That also means those other big firms are going to have a big 
incentive not to have any firm go into resolution, because they are 
going to pay. So you get the system right, the incentives are right, 
you have people watching each other. 
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I would agree with both Chairman Conyers and Ranking Mem- 
ber Franks that we don’t want to have a system where we just 
trust the regulators or trust the banks. You know, I think Ronald 
Reagan famously quoted the old Russian proverb, “We need to 
trust, but we have got to verify, too.” And that is why we have to 
have a system of rules, we have to have transparency, we need ju- 
dicial review of the like that has existed for the FDIC for the last 
75 years. 

Mr. Krimminger. If I could just note in kind of continuation of 
that point, that at least looking at it from the perspective of the 
FDIC, in our current resolution authority there is a process, of 
course, where Department of Justice review of the antitrust impli- 
cations of mergers and acquisitions as a result of a resolution. That 
is something that we have applied for many, many years. 

There certainly are checks and balances that are put into place 
to make sure that shareholders have the opportunity to object to 
the appointment of a receiver. It is not purely an administrative 
process. 

There are checks and balances in place so that if someone dis- 
agrees with our decision on their claim they have the right to go 
for a de novo review before Federal district court so that we are 
not in any way making the decision about claims willy-nilly but are 
subject to oversight as well as, of course, the totally appropriate 
oversight from the Congress and from our inspector general and 
others. But there is judicial oversight of the decisions on claims 
and the decision to appoint the receiver. 

Mr. Cohen. Thank you, Mr. Chairman. I appreciate your ques- 
tions. 

And I now recognize Mr. Coble, the distinguished gentleman 
from the Tar Heel state. He will not take his 5 minutes because 
he never does. Thank the gentleman. 

Mr. Coble. I thank the gentleman from the Volunteer State. 
Thank you, Mr. Chairman. 

It is good to have you on with us today, Mr. Barr. When can we 
expect the TARP to wind down and our reimbursements to TARP 
being used to pay down the national debt? 

Mr. Barr. I am sorry, sir. I couldn’t hear the end of your ques- 
tion. 

Mr. Coble. And our reimbursements to TARP being used to pay 
down the national debt? 

Mr. Barr. Let me just say, Mr. Coble, that the TARP program 
is not directly within my responsibilities. The department has 
begun to wind down many of the major programs in the TARP with 
the recognition that we are beginning to see some signs of financial 
stability. 

I think there are important — it is important to maintain the 
flexibility to act in the future. I do believe that — I do believe that 
we will be able to protect taxpayers in that process and help over 
the long haul in deficit reduction, but we need to make sure that 
we have the flexibility while the financial system is still recovering 
and don’t want to take any precipitous action in that area. 

Mr. Coble. Thank you, Mr. Barr. Now, Mr. Barr, when you say 
wind-down, is that synonymous with reimbursement? 
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Mr. Barr. Again, I don’t want to spend too much of your time 
on this because it is not directly within my area of responsibility, 
but we are seeing repayments coming into the Treasury Depart- 
ment. 

Mr. Coble. Okay. Thank you, sir. 

Mr. Krimminger, what is the current fiscal health of FDIC and 
is its solvency expected to increase or decrease in the coming 
years? 

Mr. Krimminger. The FDIC deposit insurance fund — I am sorry, 
did I interrupt you. Congressman? 

Mr. Coble. No. 

Mr. Krimminger. Okay. The FDIC’s insurance fund today, as of 
the end of the second quarter, and those are the most recent num- 
bers we have, including the DIF balance, deposit insurance fund 
balance, as well as our loss reserves has about $42.4 billion in it. 
We are taking steps, of course, to replenish the fund and have put 
out for public comment a plan to have the fund replenished by hav- 
ing institutions pay in advance some of their deposit insurance as- 
sessments to provide additional liquidity to the fund. 

We do expect that the fund will continue to have the liquidity to 
meet all of its obligations, but very important to note is that we 
have the ability to immediately draw on $100 billion line of credit 
from the Treasury as well as additional authority that was granted 
by Congress to pull down a total of $500 billion with the consent 
of the secretary of the Treasury. 

Mr. Coble. I thank you, and I will put this question to either 
or both: What is the rationale, if you know, for proposing a perma- 
nent TARP-like program and why has the Administration selected 
the FDIC to oversee the program in lieu of the Treasury, if you 
know the answer to that? 

Mr. Barr. Maybe I might just say a word and then Mr. 
Krimminger could, of course, join. We in no way have made that 
kind of proposal. The proposal that we have is a proposal designed 
to make firms pay their own way, to internalize the cost they pose 
on the system, to make sure that taxpayers are protected, to cause 
assessments to be paid by the largest firms in the event that fi- 
nancing is needed. 

And we have a system of checks and balances in our proposal 
among the FDIC, the Federal Reserve, and the Treasury designed 
to ensure that resolution is only used in rare circumstances. And 
when it does, the FDIC has a 75-year history with resolution and 
we thought it was appropriate to ask them to take on the responsi- 
bility of resolving these firms. 

Mr. Coble [continuing]. Mr. Krimminger? 

Mr. Krimminger. Yes. Congressman, we would in no way sup- 
port a proposal that would provide for open bank assistance, we 
call it, or assistance for open institutions, and I think that was 
kind of one of the key elements of the TARP program. 

What we have proposed, or what we have supported — and Chair- 
man Bair has stated this in testimony — is a resolution process that 
literally does close down the institution and terminates its exist- 
ence going forward so that — ^but one that allows for the continu- 
ation of critical financial services during a bridge financial institu- 
tion. 
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So as I said, we have made very clear in our testimony before 
other Committees that we would not support open bank assistance 
or that type of support but would support a closing process that, 
as Assistant Secretary Barr mentioned, was designed to make the 
firms pay their own way and that they would pay any sums that 
were necessary. 

Mr. Coble. Thank you, gentlemen. 

And I see my red light has appeared, and I will yield back. 

Mr. Cohen. Thank you, sir. Let me follow up and use Chair- 
man’s prerogative. 

Mr. Barr, I think what Mr. Coble asked about is the TARP 
money being used to pay down the debt — I think he was — I know 
it is not your area, but I think the answer is, “No, it is not. It is 
going back into the TARP.” Would that not be correct and you all 
are continuing to use the money that is being repaid for other 
TARP-type ventures? 

Mr. Barr. The funds that come back into the TARP program, to 
the extent that they are not used for financial assistance, are held 
at the Treasury Department and the response I gave to Mr. Coble 
was to say those funds, to the extent that they are not needed in 
the event of financial crisis, would help reduce the debt. But in our 
judgment it is important to retain some flexibility while the system 
is still recovering. 

So I do think that — I do think that there will, in the long term, 
be advantages for debt reduction from the program, but in the 
short term we are quite focused on making sure that there is an 
ability to act, if necessary. 

Mr. Cohen. Right. And about the whole program, is that just be- 
cause of the whole approach that this is going to make the economy 
better and save us from disaster or is it because you think there 
will actually be some dollars reserved — returned to the Treasury to 
be used for debt reduction? 

Mr. Barr. There will be, unless we see a significant further crisis 
point in the coming year, which is possible but certainly doesn’t 
seem likely right now, but if there is such a downturn then you 
would want to have flexibility available. If we don’t see that addi- 
tional crisis then there would be remaining funds, both through re- 
payment as well as unexpended amounts, that would be available 
to help reduce the debt over time. 

Mr. Cohen. Do you have any idea how much is unexpended? 

Mr. Barr. I am sure that the department would be happy to re- 
spond to the Committee with that. I don’t have that figure in my 
head. 

Mr. Cohen. Okay. And you don’t have an idea about how much 
has been repaid either, do you, and how much interest has been 
accrued? 

Mr. Barr. I would have to have the department respond to you, 
Mr. Chairman. It is just not within my area of responsibility. I 
have rough senses of sizes, but not enough to really be able to an- 
swer for you in a thoughtful way and I would prefer the depart- 
ment respond. 

Mr. Cohen [continuing]. Mr. Barr, thank you. 

Mr. Johnson, you are recognized. 

Mr. Johnson. Thank you, Mr. Chairman. 
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Federal Reserve Chair Ben Bernanke earlier this month noted 
that the bankruptcy code does not sufficiently protect the public’s 
strong interest in ensuring the orderly resolution of a non-bank fi- 
nancial firm. Do either one of you know exactly what problems that 
Mr. Bernanke sees in the bankruptcy process insofar as these large 
non-bank financial firms are concerned? And also, does the United 
States government have power to force a — such an institution into 
an involuntary bankruptcy? 

Mr. Krimminger. Let me address, if I may. Congressman, ad- 
dress the first question first. One of the issues that exists under 
the current bankruptcy code is something that has been high- 
lighted by other witnesses before this Committee and I think is 
highlighted by the second panel, is that under the current bank- 
ruptcy law there is a provision that provides for the immediate ter- 
mination and netting of derivatives contracts or other types of fi- 
nancial contracts upon the filing of the bankruptcy petition. 

There is also the need to have access to immediate liquidity 
funding for continued operations, so in the past in the bankruptcy 
that could be obtained through debtor and possession financing. Of 
course, last year after the Lehman Brothers insolvency debtor in 
possession financing became very difficult or very costly if you 
could obtain it at all. 

So the primary reason that we have supported suggestions for a 
resolution authority or resolution process for the very largest sys- 
temically significant financial firms is simply to make sure that 
you could impose a process that would have the credibility to be 
imposed while making sure that the shareholders and creditors ab- 
sorb the losses from that insolvency, just as they should in bank- 
ruptcy, as well as making sure that you maintain continuity in 
some of those critical functions. For example, many 

Mr. Johnson. Okay. Well, now before you go off there I am try- 
ing to stick within my 5 minutes. Any ability of the government to 
force an involuntary bankruptcy? 

Mr. Krimminger. Under current law I do not believe so. The pro- 
posal that Treasury has provided would provide for the authority 
of the secretary of the Treasury, with the concurrence of two-thirds 
majority of the board of the FDIC and the Federal Reserve to cre- 
ate or to decide that an institution should be placed into this kind 
of special systemic authority, and it would be triggered by, effec- 
tively, the same circumstances that will lead to a filing of bank- 
ruptcy. 

Mr. Johnson. All right. There is no reason why that could not 
be done to the bankruptcy process to enable it to be of service in 
these kinds of situations. Yes or no? 

Mr. Krimminger. I would respectfully indicate that I think the 
difficulty with the bankruptcy process would be two-fold. Number 
one, we believe we need a process that focuses on the public inter- 
est of maintaining these systemic functions while also making sure 
that the losses would be imposed and making sure that you have 
the ability to create bridge financial institutions so that there could 
be the continuity to avoid a liquidation of assets. 

Mr. Johnson. Well, that can be done within the context of a reg- 
ulatory entity and let bankruptcy do its thing, in my opinion. I 
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haven’t heard why that would not be a viable alternative to setting 
up a new public agency, another layer of government. 

How do you respond to critics who would suggest that with a res- 
olution authority acting in a sudden emergency situation would be 
able to provide for the transparency and things like notice to credi- 
tors, an opportunity to be heard — not necessarily by creditors, 
but — who are interested parties? How would that be worked out? 

And last, but not least, I am concerned about the competition 
concerns of your proposal that would give the FDIC and the SEC 
the authority to seize and resell the assets of business entities. And 
with the fact that we have only a few — we have only a few great 
white sharks in the pool, wouldn’t that process cause them to get 
bigger because they would be the entities that would be eligible 
and able, financially, to take over one of these competitors? 

Mr. Krimminger. If I could just respond to — I will start with the 
first part of your question first. I think that the — we need to make 
one thing very clear: We, the FDIC, are not supporting nor do I 
think Treasury is recommending the creation of a new agency or 
a new authority. The proposal would be that it would be an obliga- 
tion that the FDIC could take on for most entities, similar to its 
resolution authority. 

As far as transparency, similar, again, to the bank resolution 
process. There is full transparency with regard to that process. The 
benefit of the bank resolution process compared to the bankruptcy 
process for banks in part is the ability for the receiver to act quick- 
ly, to be able to sell assets and be able to continue the business 
operations so that communities are not deprived of credit, are not 
deprived of deposits, et cetera. 

The transparency is provided because there is a full right — there 
is a full claims process that is provided so people can file claims 
with the receiver, and if the claim is determined against their in- 
terest or they don’t like the decision they have the full right to go 
to Federal court to litigate that claim with a complete new look at 
that case without any deference at all to the FDIC’s receiver’s deci- 
sion. So there is tremendous transparency there, plus we, of course, 
provide reports to Congress on what we are doing with receiver- 
ships; we, of course, provide reports to our inspector general’s office 
as well 

Mr. Johnson. What would be the difference in a sudden emer- 
gency? 

Mr. Krimminger. In a — I am sorry 

Mr. Johnson. A sudden emergency. What would be the 

Mr. Krimminger. There would be no difference. The key thing is 
to be able to move quickly to make sure there is not a collapse of 
the markets that might be caused by the lack of liquidity or the 
lack of completing certain transactions. 

But you would still have the ability, as a creditor, to challenge 
the claim decision by the FDIC in court. You would still have clear 
checks and balances so even the shareholders could challenge the 
appointment of a receiver in court. That is the way it is today 
under existing law. So all those protections and checks and bal- 
ances on what we do would still be in place. 

Mr. Johnson. And the last question? 
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Mr. Krimminger. I think your last question was relating to the 
competition 

Mr. Johnson. Yes. 

Mr. Krimminger [continuing]. Issues. We do have, under bank- 
ing law today, the obligation when we are doing a bank resolution 
to consult with the Department of Justice for an antitrust review, 
or a competition review, of the merger and acquisition transaction. 

I think one of the key things that we believe is crucial and one 
of the reasons for proposing a new resolution regime is to make 
sure that market discipline is actually brought to bear on the larg- 
est great white sharks out in the financial sector so that, indeed, 
they will have to bear the same risk as the smaller fish they are 
swimming with. 

I think that is going to have a much greater impact because they 
are now — the pricing of their debt, the pricing of their equity, the 
pricing of their liquidity and credit is going to be subject to market 
impacts in a way that they, in many cases, are immune today be- 
cause they are not expected to be closed. 

Mr. Johnson. All right. Thank you. 

Mr. Krimminger. Thank you. 

Mr. Cohen. Thank you, Mr. Johnson. 

I now recognize our rookie Member for her initial questioning, a 
historic moment, Ms. Chu. 

Ms. Chu. Well, I certainly would agree that after the Lehman 
and AIG experiences there is little doubt that we need a third op- 
tion that — between the choices of bankruptcy and bailout for non- 
bank financial firms and that we have to end the expectation that 
certain financial institutions are too big to fail. But my question is, 
what would be the threshold for intervention by the resolution au- 
thority? I am assuming that you are not suggesting that there be 
intervention for every non-bank financial firm that fails, and who 
would determine that threshold? 

Mr. Barr. That is a terrific point, and I think that it is abso- 
lutely critical, as you said, that the resolution authority that we 
are proposing is not supposed to be used, won’t be used, can’t be 
used broadly in the economy for non-bank financial firms. It is a 
narrow authority. It is only to be used for the largest, most inter- 
connected, highly leveraged firms. It is only to be used in the event 
that no other option is going to be able to work for the financial 
system to preserve financial stability for the system. 

It is designed to be, again, a proposal that in the main, the larg- 
est firms will have their own capital buffers, pay their own way, 
and go into receivership in the bankruptcy system. The resolution 
authority is really just for the cases where the criticality to the sys- 
tem of what is going on, the fact that the capital buffers and pru- 
dential requirements have not been sufficient — in that rare cir- 
cumstance you would be able to place that firm into special resolu- 
tion to prevent widespread harm to the American economy. 

The decision would be made with checks and balances between 
the Federal Reserve, the Treasury, and the FDIC, as receiver, in 
order to make sure that it is only used in the rarest of cir- 
cumstances. 
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Ms. Chu. I heard Mr. Krimminger say that the FDIC should be 
this authority, but Mr. Barr, I didn’t hear what your opinion was 
on that. 

Mr. Barr. We think the FDIC is the natural place to play the 
receivership function. They have had 75 years experience acting as 
receiver of the largest firms. There may be circumstances when it 
is absolutely critical for the SEC also to be involved with respect 
to a broker dealer, but the expertise with respect to receivership 
really does lie with the FDIC. 

There would be no need to create a new entity or a new bureauc- 
racy or a new group of individuals involved; the FDIC is there, it 
is in place, it is a well respected, well trusted institution and I 
think Americans have come to see the important role that the 
FDIC has been playing for three-quarters of a century. So I think 
that is how we would proceed. 

Ms. Chu. How would the Administration’s resolution proposal 
guarantee that stakeholders would be no worse off by regulators’ 
use of this authority than would be in the case of a liquidation? 

Mr. Barr. We would put a floor on recovery at liquidation value, 
so it would just, by operation of law, require that system. 

Ms. Chu. Okay. Thank you. 

Mr. Cohen. Thank you, Ms. Chu. 

Let me ask a question of Mr. Krimminger — a couple. I was the 
initial person to suggest we should raise our FDIC rates here in 
Congress. We did it. Would you concur that it was a good idea and 
that it should be continued on to give investors — depositors assur- 
ances that their money is safe? 

Mr. Krimminger. You are referring to the guarantee of the 

Mr. Cohen. Two-fifty. 

Mr. Krimminger [continuing]. Level? We think that certainly 
that has been extended now through 2013. We would want to look 
at that point as to whether that is appropriate to continue. We 
have not made any recommendation on that thus far. 

Mr. Cohen. Can I ask you why it would possibly not be impor- 
tant to continue when it was set at $100,000 in 1981 and then if 
you take the — you know, figure it out pro rata, it should be at least 
$250,000 now. Why would it not be appropriate to keep it at the 
same level as it was in 1981? 

Mr. Krimminger. Chairman, I wouldn’t want to really express an 
opinion on that, but certainly we have looked — we have done some 
analysis and looked and yes, there has been, obviously, quite a bit 
of inflation since 1980 when it was raised to $100,000 initially. We 
initially felt that it was appropriate to put it up to $250,000 during 
the crisis, and we just simply want to work with Congress and do 
some analysis to support whether $250,000 is the appropriate level 
or some different level. 

We have certainly talked about it in the past, even before — long 
before the crisis — about having it be $100,000 level adjusted based 
upon inflation changes in order to make sure that it provided ap- 
propriate protection. 

Mr. Cohen. And let me ask you another question: Major finan- 
cial institutions move ungodly amounts of money — trillions of dol- 
lars — across global economies and affect — in many countries. Con- 
sidering the amount of money that these major financial institu- 
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tions move and across so many countries, does the FDIC have the 
capacity to resolve all these big institutions if they get into a crisis 
situation? 

Mr. Krimminger. Well, we certainly would believe that we have. 
This is something that we have been doing for a long time, is re- 
solving banks. Banks are involved in many of these complex finan- 
cial transactions. We were very heavily involved in helping to re- 
solve several very large banks last year. 

I will fully agree with you that the types of institutions we are 
talking about are much more complex and much larger in size. But 
the type of expertise related to the derivatives products, which we 
have dealt with quite a bit in bank failures, and other types of fi- 
nancial contracts, we believe put us in a good position to help deal 
with the resolution of the largest banks and bank holding compa- 
nies. 

That is the area that we think is most crucial that we would be 
involved in, and we think that we do have the expertise to move 
forward 

Mr. Cohen. And adequate personnel as well? 

Mr. Krimminger. We have a long history. Congressman, of in- 
creasing size if necessary. We would increase size somewhat with 
this authority. We are now about 6,300 employees; we have in- 
creased the size of our staff by a little over 1,500 employees in the 
last year. And I think we have the ability to call on the expertise 
of many others outside of the FDIC through contracts in order to 
provide special expertise for particular institutions, which we have 
used quite a bit with some of the bank failures we have already 
had. 

Mr. Cohen. Thank you, Mr. Krimminger. 

Does the Chairman have additional questions? 

I recognize Mr. Conyers. 

Mr. Conyers. Thank you. Thank you. Chairman Cohen. 

Am I correct to assume that you two gentlemen, from your re- 
spective authorities, have created this new resolution authority 
idea? 

Mr. Barr. Mr. Conyers, Mr. Chairman, the Treasury Department 
submitted a proposal to the Congress with respect to resolution au- 
thority that is under — will be under consideration by the Congress. 
The FDIC is an independent agency and reaches its own judgments 
with respect to any legislation it might support or would not sup- 
port. And certainly I was quite involved in that process, but it is 
ultimately a departmental decision. 

Mr. Conyers. Your modesty is appropriate, but this is largely 
your idea. 

Mr. Barr. Mr. Chairman, I can say not only with humility but 
with honesty that there are a lot of people who worked on this pro- 
posal, and it is really a departmental judgment about the appro- 
priate path forward with respect to resolution. 

Mr. Krimminger. If I might just simply — I could even claim more 
modesty, because it was primarily something developed through 
the Treasury Department. Certainly we have had a lot of contact 
with Treasury and other regulators 

Mr. Conyers. I will get to your modesty in just a minute. Let 
us go into the secretary’s modesty. 
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You are the secretary for financial institutions for the Depart- 
ment of the Treasury. 

Mr. Barr. Yes, sir. 

Mr. Conyers. Right. Well, who would be putting this kind of 
thing together — somebody over you did this and gave it to you? 

Mr. Barr. I am sorry, Mr. Chairman. I don’t mean to be absent- 
ing myself from the decision-making processes. I just wanted to 
make clear that it is a departmental judgment. I share that judg- 
ment. I certainly was quite involved in that judgment, and it is my 
responsibility to work to get that judgment enacted. And you can 
hold me accountable if you don’t 

Mr. Conyers. All right. Let us look at it like this: Treasurer 
Geithner wrote this up and gave it to you and you and maybe one 
other person, and we have got it now. It is okay to admit it here. 

Mr. Cohen. You have a right to a lawyer. You have the right to 
remain 

Mr. Barr. I don’t especially need one. I am happy to have you 
hold me accountable for anything I say up here about the resolu- 
tion authority. It certainly, in my judgment, it is the right course 
of action. And please, any questions you may have about it, I am 
happy to answer. 

Mr. Conyers. Well, I am glad that you are happy to answer 

them. I am happy to give them to you. 

Now that we are all happy, let us — somebody wrote this. This 
didn’t drop out of the air, or somebody walking, a window rolled 
down in a limo and a sheaf of papers were handed to you. 

Mr. Barr. Mr. Chairman 

Mr. Conyers. Somebody wrote it, and you are the one that wrote 
it. 

Mr. Barr. I am not trying to avoid responsibility, Mr. Chairman. 
You can hold me accountable for it. It is the department’s position. 
I worked on it with our general counsel’s office. We have a terrific 
team of people there, and I am happy to have you hold me account- 
able for any of the words in it. 

Mr. Conyers. Well, look, I will hold your secretary accountable 

then, or the guy in the office next door to you. 

Mr. Barr. No. Please hold me accountable, sir. 

Mr. Conyers. Well, that is what I was trying to do. So why are 
you trying to 

Mr. Barr. I apologize, sir. I am not 

Mr. Conyers [continuing]. What is with the modesty? I hold you 
accountable and you accept accountability. 

Mr. Barr. Yes, sir. 

Mr. Conyers. All right, now that that is straight. Now we are 
getting somewhere. 

Now, over in the Federal Deposit Insurance Corporation, where 
modesty is the mode, Mr. Krimminger, and you have already as- 
serted your modest role in this, where does the relationship be- 
tween FDIC and Treasury come in here? In other words, they 
wrote it and you are here supporting it, right, this new resolution 
authority? 

Mr. Krimminger. It was Treasury’s bill. We are here because we 
support the concept of having a new resolution authority. We do 
not support every provision of the bill and we have had discussions 
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about some areas that we do have concerns about. So I think that 
is the completely honest and completely fair way of expressing our 
view. 

Mr. Conyers. Well, that is all we are trying to do is identify 
the — look, we are all in the same government working on behalf of 
the same citizens, and — ^but you are here to support the Treasury’s 
position, and there are some reservations that you have. Okay. 
Now that we have got that, we are through with this and the 
modesties and the assuming responsibility parts have all been han- 
dled. 

Now, in this new proposal of resolution authority there comes 
with it a dismantling of some of the protections that have already 
existed. Is that not correct? 

Mr. Barr. Mr. Chairman, in our judgment the bill preserves im- 
portant protections — key protections — for firms, for shareholders in 
the firm and for creditors in the firm, while providing the govern- 
ment with the appropriate tools to engage in resolution authority 
subject to judicial review of their actions with respect to the ap- 
pointment of a receiver or the adjustment of claims, as Mr. 
Krimminger has previously outlined. 

Mr. Conyers. I see. That is not so good. 

Mr. Krimminger, let me try the same question on you: Doesn’t 
this proposal anticipate and include certain dismantling of some 
protections that already exist? 

Mr. Krimminger. Chairman, I do not believe it does because it 
simply — the only change that it really creates is that the initiation 
of an insolvency proceeding that would be initiated through an ad- 
ministrative process rather than through a court-filed insolvency 
process through the bankruptcy code. The types of protections that 
would be available to creditors and shareholders to challenge that 
process and challenging the decisions through a court action would 
all remain in place. 

Mr. Conyers. Are you a lawyer? 

Mr. Krimminger. Yes, sir. 

Mr. Conyers. And Mr. Barr, are you an attorney? 

Mr. Barr. Yes, sir. 

Mr. Conyers. Oh, okay. What about the dismantling of — ^you 
both not agreed with my assertion. What about bankruptcy code 
protections currently in existence? 

Mr. Barr. So again, Mr. Chairman, with respect to 

Mr. Conyers. No dismantling? 

Mr. Barr. With respect to firms that are subject to the special 
resolution regime, those firms would be subject to the resolution 
process that the FDIC uses for bank failures. Those bank failure 
protections provide important protections for creditors and share- 
holders with the appropriate opportunity for judicial review, and 
those same sets of procedures would be used with respect to these 
firms. So in our judgment it doesn’t dismantle protections; it pro- 
vides protections that are available under the bank failure regime 
and provides those protections in the context of firms that are sub- 
ject to the special resolution regime. 

Mr. Conyers. Okay. Attorney Barr, that is very good. 

Now, let me try Attorney Krimminger. Same question. 
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Mr. Krimminger. I think, Chairman, we — in the FDIC’s resolu- 
tion process we provide the same types of protections for creditors. 
For example, there is protection under the bankruptcy code for se- 
cured creditors; there is protection under the FDI Act for secured 
creditors. In fact, in some ways there is even more protection under 
the FDI Act for secured creditors because secured creditors are not 
subject to cram down, as there can be some circumstances under 
the bankruptcy code. 

Another example is that for existing contracts of the failed bank 
or the failed institution, there is protection for those existing con- 
tracts. There is a bankruptcy trustee who has the power to reject 
or affirm certain contracts under the bankruptcy code. So does the 
FDIC as receiver has the power to reject or, as it was referred to 
in our statue, repudiate those types of contracts. 

But damages recoveries are available to those whose contracts 
are rejected. If they disagree with the decision on the repudiation 
or disagree with the amount of damages that the receiver deter- 
mines to be due to them they can file for a de novo review, or actu- 
ally a de novo case, in the Federal district court of the jurisdiction 
of the bank or in the District of Columbia. 

Mr. Conyers. Well, let us take antitrust safeguards. Attorney 
Barr, antitrust safeguards — are they compromised, diminished, or 
dismantled, from your perspective, under this new extended resolu- 
tion authority idea? 

Mr. Barr. In our judgment the proposal mirrors the procedures 
that are used with respect to bank failure laws. So in the event of 
the need for merger and acquisition, there is a process for appro- 
priate Department of Justice review. As under existing bank fail- 
ure law there are emergency exceptions to that; those would apply 
also in this case. 

Mr. Conyers. So the answer is no? 

Mr. Barr. In our judgment they are, again, Mr. Chairman, the 
same as currently provided under bank failure law. We are extend- 
ing the exact type of regime that exists today with respect to anti- 
trust review to this narrow context. In our judgment that is appro- 
priate. 

Mr. Conyers. Let me try a new tactic with Mr. Krimminger. 

Yes or no? 

Mr. Krimminger. With regard to the antitrust protections? 

Mr. Conyers. That is right. 

Mr. Krimminger. With regard to the antitrust protections. As- 
sistant Secretary Barr stated it accurately. There typically — yes, 
there is a requirement to go through Department of Justice review 
on bank failures, but there can be exceptions. 

Mr. Conyers. But there is no dismantling or diminution of anti- 
trust safeguards? Your answer is, like Attorney Barr’s, no? 

Mr. Krimminger. In a systemic context there can be cases in 
which there is an override of the anticompetitive consequences, yes. 

Mr. Conyers. Wait a minute. 

Well, let us talk about union contracts. Are they protected under 
the bankruptcy code? 

Mr. Krimminger. My understanding, and I would consult with 
counsel on this because I have never been involved in a bankruptcy 
proceeding involving union contracts 
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Mr. Conyers. Well, they are all in back of you. Just take a mo- 
ment. We are in no hurry 

Mr. Krimminger. But nonetheless, in a Chapter — I think a 
Chapter 11 proceeding is somewhat distinct from a Chapter 7 liq- 
uidation proceeding. A bank receivership, where they — I can just 
give you the experience that I have with bank receiverships. In a 
bank receivership the claims under the union contract would be 
due to be paid in accordance with the priority system for the bank 
receivership, because once the bank is closed the charter is 
pulled — charter is terminated. 

There is no longer a right, of course, to the employment because 
we are in a liquidation mode in a bank receivership. But any 
claims that are due from the bank to the union or to the union em- 
ployees would be paid in the priority system, in that liquidation 
priority system. 

Mr. Conyers. So you can break the contract? 

Mr. Krimminger. The institution in that case. Chairman, is no 
longer in existence. I have no employer to provide. And I under- 
stand from counsel that there are similar protections and similar 
rights to reject certain union contracts under Chapter 11 provisions 
of Title 11, of course with certain protections in place. Chapter 11 
proceedings, of course, are reorganization proceedings, whereas 
Chapter 7 is a liquidation and the resolution of a bank is the clos- 
ing of the bank so that there is no longer a reorganization of that 
specific bank but the sale of its assets over to other private entities. 

Mr. Conyers. Lawyers, are retiree benefits and pensions pro- 
tected as they are — would they be protected under the resolution 
authority concept that you bring to us as they are under the bank- 
ruptcy code? 

Mr. Krimminger. I believe they would be protected. Chairman, 
in the same way that they would be protected in a Chapter 7 liq- 
uidation proceeding. You are entitled 

Mr. Conyers. Wait a minute. Could we start off with a yes or 
no and then the explanation? 

Mr. Krimminger. Yes, they would be protected in the same way 
as under a Chapter 7 liquidation proceeding. As in a liquidation 
proceeding, there is a winding up of the affairs of the entity and 
its assets are then sold to others in order to recover money to pay 
off the creditors. That is the same situation in a bank failure. 

Mr. Conyers. Now, Attorney Barr, what is your response to that 
same question? 

Mr. Barr. I am afraid, Mr. Chairman, I would have to defer to 
Mr. Krimminger’s expertise on that. 

Mr. Conyers. Sure. 

I am sorry, Mr. Chairman, but this is some of the most fantastic 
questioning and responses that I have received in a long time here 
in the Committee. I apologize for taking so much time. 

Now, in bankruptcy the non-bank would be in a Chapter 11 and 
not break the contract without negotiations and approval. That is 
not true under the FDIC. Is that a true statement? 

Mr. Krimminger. I would defer. Chairman, to your counsel with 
regard to what the bankruptcy provides. But what the FDI Act pro- 
visions provide is that, just as in a Chapter 7 liquidation, we have 
a insolvent closed entity that no longer continues in operation. 
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Our goal with the resolution authority that we would support is 
to end the “too big to fail” so that the entity is propped up in some 
fashion, either temporarily or permanently, from government or 
taxpayer dollars. So we would be closing the entity, just as in a 
bank receivership, and it would be then — its assets would then be 
recycled, if you will, into the financial system. 

Mr. Conyers. Is that a long way of saying yes? 

Mr. Krimminger. I say I would defer to counsel — ^your coun- 
sel — 

Mr. Conyers. My counsel says yes. 

Mr. Krimminger. I do not know the bankruptcy provision on that 
specific provision, but we are not talking a Chapter 11 proceeding. 
We are talking about the closure of the institution, the pulling of 
its charter, and then the maintenance of the functions that are sys- 
temic, not the actual firm in a Chapter 11 reorganization. So it is 
a different situation. 

Mr. Cohen. Mr. Chairman, if I could do something out of the or- 
dinary, I would like to ask Mr. Miller to come up to the panel — 
not be recognized, because I think everybody has recognized him in 
the past; he is kind of our Black’s Law Dictionary on bankruptcy 
sometimes — and ask him without introduction if he can give us his 
basis of his knowledge on bankruptcy to respond to some of the 
questions the Chairman has asked and the witnesses have de- 
murred on. 

Mr. Miller, please? 

The question is an assortment of questions that the Chairman 
asked. He may want to ask you directly about bankruptcy law and 
how it might be distinguished from resolution, and as far as union 
protection, as far as Justice Department and antitrust, as far as 
pensions, et cetera, et cetera. Are there more opportunities to the 
bankruptcy court to protect rights of individuals that might be 
under this new legislation? 

You need to hit your mike. 

TESTIMONY OF HARVEY R. MILLER, 

WEIL, GOTSHAL & MANGES LLP 

Mr. Miller. As I understand the testimony, the concept of the 
FDIC is that because the charter of the bank is terminated there 
is no longer an employer and therefore there is no longer a union 
contract, and all of these other contracts have effectively been ter- 
minated. Under the bankruptcy code, if it is a Chapter 11 bank- 
ruptcy, there are protections for pensions, there are protections for 
labor contracts, and very specific procedures that have to be fol- 
lowed. 

And a Chapter 11 does not have to be a reorganization. Many 
Chapter 11s today are liquidations with those protections under 
1114 and 1113 in place. So there are extra protections under the 
bankruptcy code. 

Under Chapter 7, which is a liquidation, those provisions do not 
apply. But if a Chapter 7 trustee wanted to sell the assets to an- 
other company or a purchaser who wanted to run that business, 
there is still the possibility for a trustee to assume the union con- 
tract and transfer it to the purchaser. So I would submit there are 



64 


greater protections which are being proposed in the resolution re- 
gime. 

[The prepared statement of Mr. Miller follows:] 

Prepared Statement of Harvey R. Miller 

Tcstiiiioiiy of 

Harvey R. Miller ' 

before the 

Subcommittee on Commercial and Administrative Law 

of the 

House of Representatives Committee on the Judiciary 

1 11th Congress. 1st Session 
for Hearings on 

Too Big to Fail: The Role for Bankruptcy 
and Antitrust Law in Financial Regulation Reform 

October 22, 2009 

I greatly appreciate the opportunity to testify in these oversight hearings as to the 
role of bankruptcy law and the bankruptcy courts in achieving a balanced approach to 
safeguarding American values in responding to financial crises. 

1 am a practicing attorney and a senior member of the international law finu of 
Weil, Gotshal and Manges LLP (“WGM”) that maintains its principal office in New York, New 
York. For the past 50 years, ^ I have specialized in proceedings relating to debtor-creditor 
relationships, with an emphasis on restructuring, rehabilitating and reorganizing distressed 

’ Senior Partner, Weil, Gotsliiil & Manges LLP, New Y ork, New Y ork. The views expressed in tliis 

testimony are expressed solely on belialf of myself and not on behalf of aity otlier person or entity. 

During the period of September 1, 2002 to March, 2007, 1 was a Vice Cliainnan and Managing Director of 
Greenlhll & Co.. LLC. an investment banking fimi located in New York, New' York. 
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business entities. I created the Business Finance and Restructuring Department at WGM. I have 
represented debtors, secured and unsecured creditors, trustees, creditors’ committees, and I have 
served as a trustee and attorney in cases under the Securities Investor Protection Act of 1970 (15 
U.S.C. 78aaa et seq.).’ Currently, I am the lead bankruptcy attorney for Lehman Brothers 
Fioldings Inc. and its affiliates (“Lehman”), and for Motors Liquidation Corporation f/k/a 
General Motors Corporation and its affiliates, in their respective cases under chapter 1 1 of title 
1 1 of the United States Code pending in the United States Bankruptcy Court for the Southern 
District of New York. 

I am currently an Adjunct Professor of Law at the New Y ork University School of 
Law, where I have taught a seminar on chapter 1 1 bankruptcy and reorganization law since 1975. 
I also am an Adjunct Lecturer in Law at Columbia University School of Law, where I have 
taught a course on Corporate Reorganization and Bankruptcy Law for the past ten years. 

It is my understanding that the Subcommittee is seeking to ascertain the 
implications and difficulties of dealing with the potential failure of a first tier financial holding 
company comparable to Lehman, a non-bank financial holding company that failed on 
September 15, 2008, and the options that should be available to deal with such situations. 

In a statement dated October 1, 2009, submitted to the Committee on Financial 
Services of the U.S. House of Representatives, Ben S. Bernanke, as Chairman of the Board of 
Governors of the Federal Reserve System (the “federal Reserve”), in support of an improved 
resolution process for failing, systemically important financial firms, stated: 

“In most cases, the federal bankruptcy laws provide an appropriate 

framework for the resolution of nonbank financial institutions. 

However, the bankruptcy code does not sufficiently protect the 


“ Since appro.vimalclv 1973, 1 liavc been a conferee and member of llic National Bankmptc> Conference and 

I also am a fellow of the American College of Bankmptcy. 
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public’s strong interest in ensuring the orderly resolution of a 
nonbank financial firm whose failure would pose substantial risks 
to the financial system and to the economy. Indeed, after Lehman 
Brothers and AIG experiences, there is little doubt that we need a 
third option between the choices of bankruptcy and bailout for 
such firms."^ 

Neither Chairman Bernanke nor the United States Department of the Treasury 
(the "‘Treasury”) has elaborated on the experiences referred to in respect to Lehman and AIG that 
have led them to the conclusion that the financial distress of a non-bank financial holding 
company presents only two options, i.e., bankruptcy and bailout. However, based upon that 
conclusion. Chairman Bernanke urges that it is necessary to create a new resolution regime with 
extraordinary powers, a new infrastructure and a new administrative process to deal with such 
situations that would include imposing “losses on shareholders and creditors of the firm.” No 
rationale is given for why the existing banlauptcy law and bankruptcy courts could not deal with 
the resolution of such financial crises, provided that the bankruptcy code is amended to restore 
the applicability of the bankruptcy code’s automatic stay to derivatives, swaps and other 
securities transactions.' Specifically, I am referring to amendments that were made to the 
bankruptcy code as part of the Bankruptcy Abuse Prevention and Consumer Protection Act of 
2005 that created safe harbors that put derivatives, swaps and securities transactions beyond 
jurisdiction of the bankruptcy court. Those amendments have made a particularly negative 
impact on the administration of the Lehman chapter 1 1 cases. 

The essence of a chapter 1 1 bankruptcy case, initially, is to preserve the status 
quo. This is accomplished by enjoining creditors from taking any remedial or other actions that 


^ Bemaiilce slalemenl, October 1, 2009, page 7. 

" See Act of July 27. 1982, Pub. L. No. 97-222; BaiikniptC}' Amendments and Federal Judgeship Act of 

1984, Pub. L. No. 98-353; Aclorjunc25, 1990, Pub. L. No. 101-311; Baiikniplcy Abuse Prevention and 
Consumer Protection Act of 2005. Pub. L. No. 109-8. 
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would impede or interfere with allowing a debtor a reasonable period of time to pursue 
rehabilitation and reorganization or, alternatively, if in the best interests of the economic 
stakeholders, liquidation in an orderly fashion under the supervision of the bankruptcy court. 

The automatic stay of the bankruptcy code enables a debtor and its creditors the time to develop 
plans to preserve and maintain the value of the debtor’s assets and, possibly, enhance values by 
avoiding the drastic consequences of a forced, unplanned liquidation that significantly depresses 
values to the prejudice of all economic stakeholders. 

Unfortunately, under the current state of the bankruptcy code, a Lehman-type firm 
does not get the protection of the automatic stay and would be subj ect to the ravages of 
counterparties in respect of its securities and structured finance contracts. These circumstances 
make bankruptcy difficult and costly, but can be cured by taking some of the proposals for the 
new regime and incorporating them by amendment into the bankruptcy code. In that context, is 
the true lesson of Lehman that bankruptcy is not an adequate option? 

It is important to keep in mind that until the weekend of September 12-14, 2008 
the belief that Lehman would be the subject of a bankruptcy was beyond comprehension. 

Lehman was the fourth largest investment bank in the United States. It reported consolidated 
assets of over $600 billion and liabilities of almost that amount. It operated a massive, global 
business on a 24/7 basis. Through its highly developed network of subsidiaries and affiliates, 
and 25,000 employees, Lehman conducted hundreds of thousands of transactions each day at the 
speed of light and on a world-wide basis. It moved billions of dollars around the world for itself 
and its customers each and every day. If ever there was an institution that might have been 
deemed “too big to fail,” Lehman was a prime candidate. 
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However, the week of September 8, 2008 was a horrendous and traumatic time 
for Lehman. A growing lack of global confidence was gripping the financial markets 
precipitated by the fall of Bear Steams and the more recent takeover of Fannie Mae and Freddy 
Mac, as well as the growing enormity of the subprime crisis. Lehman’s market capitalization 
was declining precipitously as rating agencies indicated potential downgrades and short selling 
increased, all causing Lehman’s liquidity to severely contract as its clearing banks demanded 
more and more and greater amounts of collateral security. Between September 8 to September 
12, Lehman was compelled to provide its clearing banks with billions of dollars in cash 
collateral, causing an insurmountable burden on its ability to operate its business - a business 
which had been built in major part on high levels of leverage. 

The combination of low levels of liquidity and deteriorating economic conditions 
resulted in downward pressure on the value of financial assets. Such global and national 
economic conditions, in the aggregate, depressed both the valuations of Lehman’ s inventory 
positions as well as transactional volumes and market activity levels. Thus Lehman became a 
national and global problem. Lehman's problem, however, was nothing extraordinary. What 
Lehman needed was liquidity, and if it could not find liquidity, it needed the benefit of the 
bankruptcy code’s automatic stay so that it could have the breathing space originally 
contemplated by the Bankruptcy Reform Act of 1978'’ to find a third party source of liquidity or 
to conduct an orderly, supervised wind down of its business and assets. Had the government and 
the bankruptcy code been able to offer liquidity and stay protection, Lehman might have had 
what it needed to survive, or at least to experience a soft landing, rather than the unfortunate, 
systemically challenging crash that occurred on September 15, 2008. The circumstances 

“ Pub. L. No. 95-598. 
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surrounding Lehman, from my point of view, establish that what is needed is not an entirely new 
resolution regime, but rather: (i) an expansion of the Treasury’s authority, in exigent and 
compelling circumstances, to extend loans to financially distressed non-bank financial holding 
companies; and (ii) an amendment of the bankruptcy code that would eliminate the safe harbor 
provisions for derivatives, swaps and securities transactions that were added to the bankruptcy 
code and would restore the protection of the automatic stay for such financial holding 
companies. Implementation of those proposals would prevent the consequences of a Lehman 
type failure and allow distressed non-bank financial holding companies and their creditors the 
time to consider and evaluate the alternatives of rehabilitation and reorganization, or the most 
efficient and least intrusive methods to wind down a distressed entity. 

The Experience of Lehman 

Confronted with an extreme liquidity crisis and the growing loss of confidence, 
during the weekend of September 13 and 14, 2008, Lehman desperately turned to the Federal 
Reserve Bank of New York and the Treasury to assist it in facilitating a sale of its business or 
otherwise support its operations to avoid the cataclysmic and potential systemic consequences of 
Lehman closing its doors. To some extent Lehman relied on the past history of Wall Street 
assistance and bailouts going back to the Great Salad Oil Scandal of 1963, the broker/dealer 
crises of 1970 that led to the enactment of the Securities Investor Protection Act of 1970, the 
S&L crisis of the 1 980s, the bailout of Bear Steams in March 2008, and the conservatorships for 
Fannie Mae and Freddy Mac in September of 2008. Unfortunately, from the very inception of 
the meetings that took place over that weekend, and predominant through all the meetings, was 
the overarching principle expressed by Mr. Paulson as Secretary of the Treasury, that there 
would be not one dollar of federal money expended to rescue or assist in the resolution of the 
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issues presented by Lehman, despite the potential systemic consequences of a Lehman failure. 
The result was the recommendation of the Federal Reserve Bank of New York and the Securities 
and Exchange Commission (and, by implication, the Treasury) that Lehman initiate a bankruptcy 
case by 12 midnight of September 14, 2008. Perhaps the motivation was to set an example or 
educate the financial markets that distressed financial holding companies could not rely upon any 
“bailouf’ by the Treasury or the Federal Reserve. Ironically, only a day later, that position had to 
be reversed with the rescue of AIG and the initial infusion of $85 billion into AIG on that day. 

Nevertheless, for Lehman, the negotiations failed. Their was no rescue or non- 
bankruptcy option offered. The basis for that decision was not fully explained at the time and the 
subsequent rationalizations have not been fully satisfactory, particularly in light of the almost 
$145 billion which was advanced by the Treasury to provide liquidity to AIG. 

In the context of the Lehman experience, it appears beyond reasonable 
controversy that it is in the best interests of the country and the global financial system for the 
Treasury and the Federal Reserve to have the authority to utilize federal funds to avoid potential 
systemic failure. Flad the Treasury and the Federal Reserve provided Lehman with the liquidity 
or the backstop that it needed in order to continue operating, it may not have survived 
indefinitely, but it would certainly have been able to arrange a soft landing rather than the crash 
that shook world financial markets. 

The Automatic Stay Is Inadequate for Financial Institutions 

Lehman was forced to seek the shelter of the bankruptcy court in order to protect 
whatever assets it could from being ravaged by its creditors. Most bankruptcy cases begin this 
way. While the filing of a bankruptcy petition has several aims, ranging from an orderly 
liquidation to a reorganization that saves a business and the communities that depend on it, the 
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first and most immediate aim is to provide a safety net: to provide the debtor a breathing spell 
from creditors and avoid a race among creditors to dismember a debtor’s assets in a manner that 
dissipates or destroys their value. Regardless of how a case ends - whether or not it ends with a 
reorganized business - the initial focus is to avoid a crash and bum scenario, and if necessary, to 
guide the business towards a soft landing. The automatic stay is meant to facilitate this. As 
stated by the bankmptcy code’s legislative history, the automatic stay “stops all collection 
efforts, all harassment, and all foreclosure actions. It permits the debtor to attempt a repayment 
or reorganization plan, or simply to be relieved of the financial pressures that drove him into 
bankruptcy.” S. Rep. No. 95-989, at 54-55 (1978) as reprinted m 1978 U.S.C.C.A.N. 5787, 
5840-41. 

However, most of the relief that is typically available to debtors was not available 
to Lehman for two reasons. First, Lehman’s most dire liquidity needs were at its broker-dealer, 
Lehman Brothers Inc. (“LBI”) - an entity that may not be a debtor under chapter 11. LBI’s 
broker-dealer and fixed income business were among Lehman’s most valuable assets. 
Nonetheless, its value depended on Lehman’s ability to assure its clients and customers of its 
financial and operational integrity. In the circumstances surrounding Lehman’ s bankruptcy, it 
could not instill that assurance in its clients and customers. 

Second, as the fourth largest investment bank in the United States prior to its 
demise, Lehman engaged in derivatives trading with some of the largest counterparties in the 
world. These contracts represented another substantial asset for Lehman. Most derivatives, 
swaps and securities contracts, however, do not benefit from the protection of the automatic stay. 
As a result of the safe harbor provisions of the bankruptcy code, non-debtor counterparties to 
such contracts are permitted to exercise certain contractual rights triggered by a debtor’s chapter 
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1 1 case or financial condition, including the right to terminate the contract and take advantage of 
positions in their favor, and leave in place contracts in which they owe money to the debtor. The 
debtor usually has no right to terminate and remains exposed such contracts. This caused a 
massive destruction of value for Lehman. As of September 15, 2008, the banlcruptcy date, 
Lehman’s derivative counterparties numbered approximately 930,000, of which approximately 
733,000 sought to terminate their contracts. 

A Solution Is Needed For Truly Global Enterprises 

Despite the above limitations, on September 15, 2008, Lehman commenced the 
largest bankruptcy case in the history of the United States. Lacking the full benefit of a 
“breathing space” within the contours of the bankruptcy code, the days that followed were a 
period of perpetual crisis. This crisis was exacerbated by the precipitous nature of Lehman’s 
filing. No arrangements had been made to prepare Lehman’s international operations for a 
coordinated international restructuring. As negotiations resumed with Barclays Capital Inc. for a 
sale of a portion of Lehman’s business in an effort to salvage some value and protect customers 
and employees, Lehman’s subsidiaries in the United Kingdom and elsewhere were compelled to 
commence their own insolvency proceedings to protect their assets. These companies were an 
integral part of Lehman’ s worldwide financial reporting system. When a major subsidiary 
entered into insolvency administration in the United Kingdom, the systems that Lehman entities 
shared for inter-company financial information were shut down, causing a total breakdown of the 
financial reporting system not only in the United States, but worldwide. With access to the 
financial reporting system terminated, knowledge of trades, location of securities and other 
information was no longer accessible. 
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As Lehman was struggling to preserve its assets, more and more of its foreign 
subsidiaries began to fall all around the globe. As each subsidiary ran out of cash, 
administrators, receivers, and liquidators took over. As a result, subsidiaries who had previously 
worked together with Lehman and shared information, became adverse to each other. First in 
Europe, then in Asia, Lehman’s subsidiaries initiated or were forced into insolvency 
proceedings. Lehman’s internal financial system, which had previously worked as an integrated 
entity-wide operation, was walled offby foreign jurisdictional imperatives. 

The collapse of Lehman’s global financial reporting system, and the myriad of 
local insolvency proceedings that were commenced throughout the world, have had an enormous 
impact on Lehman’s ability to generate information, liquidate assets in an efficient, economic 
fashion, and identify a clear path to realize maximum value. The amount of information that 
Lehman has attempted to marshal is unprecedented. All of the accumulated information in 
Lehman’s systems totals 2,000 terabytes of data, an amount that would completely fill 20,000 
computers to the maximum. This vast sea of information spreads across 2,700 software 
applications and is dispersed throughout ledger accounts in numerous subsidiaries across the 
globe. Ultimately, this means that Lehman’s inter-company balances do not simply appear at the 
push of a button. They cannot be produced simply with reference to a single general ledger. The 
financial information must be retrieved from among these thousands of dispersed global 
accounts, and collated and cross-referenced with alternate sources and ledgers to ensure accuracy 
and consistency. 

Apart from encouraging cooperation with foreign regulators, the proposed 
resolution authority fails to address the total absence of a viable cross-border solution for the 
resolution of truly global institutions, and the inevitable breakdown that occurs - and has 


IJS_AC'riVE\4319700r'(.i3'43197(.i01_3.L)OC'. 


10 



74 


occurred with Lehman. If a global institution is forced to break apart into worldwide 
jurisdictionally fragmented global insolvency administrations, little in the way of safeguards will 
have been achieved. While 1 do believe that the bankruptcy code has the ability to deal with the 
resolution of a financial institution such as Lehman on a domestic scale, such institutions will 
almost always be global in nature and structured in ways that will optimize returns while in 
compliance with a global patchwork of legal, regulatory, and tax requirements. Lhe global 
fragmentation that has characterized the international side of Lehman’s bankruptcy is an 
inevitability that is not adequately addressed by the proposed resolution regime. Other than 
encouraging cooperation with foreign resolution authorities, the proposal does not effectively 
offer any substantive relief from what occurred in Lehman. 

The only remotely viable solution that has been proposed for dealing with the 
multinational resolution of a institution such as Lehman is one that would resemble the so-called 
“living wills” proposed by the UK’s Financial Services Authority. The general idea, as I 
understand it, is that regulators would agree ahead of time as to how they would resolve an 
institution that has a presence in multiple jurisdictions. If this approach were to be endorsed, it 
appears that non-bank financial holding companies would be required to formulate living wills - 
processes somewhat similar to the “stress tests” designed for banks - that would have to be 
continuously updated and approved by a consortium of national regulators. This requirement 
would be beneficial not only as a means for dealing with the cross-border aspects of resolving 
these institutions, but domestically as well. Clearly on the domestic front, having a draft “exit 
plan” on the shelf that is periodically updated and reviewed would be helpful if a Lehman-like 
institution needs to consider restructuring solutions either through government assistance or the 
bankruptcy courts, or a combination of both. 
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Conclusions 

One year into Lehman’s bankruptcy, the days of perpetual crisis are over, the 
enterprise has been stabilized, and the administration of the bankruptcy case is on a path towards 
ultimate resolution under chapter 1 1 . Clearly, had the government been confident in its authority 
to provide financial assistance to Lehman, and had Lehman had the benefit of the “breathing 
space” that is typically available at the initial stages of any chapter 1 1 case, the massive amount 
of value that was destroyed in the months after September 15, 2008 may have been saved. 
Lehman might have experienced the “soft landing” that the bankruptcy code is meant to provide. 

There is precedent for the use of chapter 1 1 to avoid the systemic failure of a 
particular industry. The Treasury’s support for the chapter 1 1 cases of Chrysler LLC and 
General Motors Corporation (“GM”) demonstrates how chapter 1 1 may be used as an option to 
support a sale and rehabilitation of a distressed entity and potentially save an industry. After the 
government had resolved to rescue GM’s business in order to preserve and avoid systemic failure 
in the domestic automotive industry and other sectors of the economy, the Treasury first 
prevented GM’s immediate shutdown and liquidation by providing GM with a total of $1 9.4 
billion in financing, sufficient to prevent the crash and bum that would have systemically 
impacted the U.S. economy. Later, when it became clear that the only feasible manner of 
preserving GM’s going concern value was to cause a de-leveraging and an expeditious sale of all 
of GM’s viable assets pursuant to section 363(b) of the bankmptcy code, the Treasury again 
stepped in and sponsored the sale of GM’s business to a Treasury-sponsored entity, now General 
Motors Company LLC. This transaction provided the means for GM to preserve and maximize 
the value, viability, and continuation of the survivable business and, by extension, preserve and 
provide jobs for GM’s employees and its dependent supplier entities, as well as enhance the 
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interests of all such economic stakeholders. The Chrysler and GM transactions were possible 
because of the flexibility of the chapter 1 1 process and the recognition by the federal government 
of the need to avoid systemic failure and to preserve the domestic automotive industry. 

The government decided not to provide similar support when Lehman critically 
needed it. That experience does not necessarily lead to the conclusion that the bankruptcy code 
is simply not an option for non-bank financial institutions. There is an alternative option 
between bailout- whatever the definition of bailout is - and the commencement of a bankruptcy 
case to avoid systematically dangerous results. The action taken by the Treasury in rescuing the 
automotive industry is a vivid example of what could be done to use the bankruptcy process in a 
constructive way to safeguard the national interests. 

It appears that the primary objective of the proposed new resolution regime is to 
clarify and authorize the use of federal funds. This explicit authority to provide emergency 
assistance in the form of government guarantees and loans might have allowed Lehman to forego 
bankruptcy, or in the alternative, enabled the effective use of the bankruptcy process to provide 
an orderly wind down of Lehman. In contrast, the creation of an FDIC-type agency to 
administer distressed non-bank financial institutions is problematic. Non-bank financial holding 
companies such as Lehman are quite different from depository banks who engage in limited 
trading activities for customers and themselves. At this juncture, it is questionable whether the 
FDIC has the expertise to deal with a Lehman type collapse. Further, the proposed resolution 
regime appears to have aspects of a covert organization that may be accused of violating due 
process in dealing with the assets and business of the insolvent non-bank financial holding 
company to the prejudice of its creditors. Of course, transparency may result, potentially, in 
more litigation, but it is an inherent aspect of our judicial and governance system. 
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What the bankruptcy court does provide, however, is transparency and 
compliance with due process of law. The proposal does not provide for those attributes. A 
receiver or conservator, as proposed, would, in effect, be empowered to take over an institution, 
manage its properties, sell or transfer its assets, avoid transactions, enforce or reject contracts, 
and above all, decide whether and to what extent creditor claims will be accepted or rejected, 
without ever offering creditors or other stakeholders the opportunity to object, and without ever 
being subject to judicial review. Creditors would appear to have no means to object to the 
treatment of their claims, and contractual counterparties have no ability to challenge the 
enforcement or rej ection of their contracts in order to ensure that their contractual interests are 
adequately protected. 

Assuming that the proposed resolution regime could be successful in transferring 
parts of Lehman’s derivative book and other valuable assets to a bridge institution, what would 
the resolution regime be doing today to preserve and maximize the value of those assets that 
remained with the defunct institution, or to deal with the multitude of stakeholders whose rights 
and interests are intertwined with the rest of the entity’s assets? This is a massive endeavor. 
How would the FDIC-modeled resolution authority be any different from what Lehman itself is 
competently doing as a debtor in possession under chapter 1 1 of the bankruptcy code? Beyond 
the ability to provide immediate financial assistance, and to preserve the value of an institution’s 
derivative contracts, the proposed resolution authority does not appear to possess any greater 
ability for resolving the issues and problems of a distressed institution than the bankruptcy court 
has within the framework of the bankruptcy code. Further, the bankruptcy code does impose the 
losses on creditors and shareholders by virtue of the application of the principle of absolute 
priority. 
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If we have learned anything yet from our experience with Lehman, it is that there 
should be as many options available to the government as necessary to avoid the failure of a 
systemically important institution such as a Lehman. The most important reform that could be 
made would be to make it clear that the Federal Reserve has the ability to make loans in the 
exigent circumstances of systemic failure. Flexibility to deal with distressed institutions with 
potentially systemic consequences should be effectuated to the maximum extent possible. Thus, 
if there must be legislation to effectively legitimize what we have all come to refer to as a 
“bailout,” it should include within it the concept of providing the means to effectuate a sale of 
the distressed institution, or otherwise provide financial support for an orderly wind-down, with 
or without resort to bankruptcy. 

Once a bankruptcy is commenced, however, the bankruptcy court does have the 
ability, within an amended bankruptcy code, to deal with a distressed institution such as Lehman 
- indeed, the Lehman case has proven this, as have several other large and complex recent 
chapter 1 1 cases. Clearly, the bankruptcy court would be more capable of dealing with a 
financial services Finn such as Lehman if the safe harbor provisions were repealed, or if an 
exception were created for instimtions whose core business depends on the value of their 
derivative contracts. The bankruptcy code does provide a uniquely flexible means for dealing 
with the resolution of failed business entities and, in particular, as stated, for causing the first 
losses to be incurred by stockholders and so on, through the principle of absolute priority. 

Finally, the proposed resolution authority is predicated on events that occur 
maybe once in a generation. The circumstances that would require its implementation are, by 
definition, extraordinary. There may not be a cycle of events as cataclysmic as these until long 
after the drafters of such legislation have left these halls. How can anyone propose an entire set 


US_AC'llVii\4319700r'(.i3'43197(.i01_3.L)OC'. 


15 



79 


of tools for an event that occurs once, maybe twice in a lifetime, and expect anyone to have the 
necessary knowledge and expertise to implement them? 

The restructuring or liquidation of a Lehman type institution should be driven and 
overseen by the professionals and institutions that have the most experience with complex 
restructurings or liquidations. While such a proceeding is likely to be a rare and extraordinary 
event, it will nevertheless resemble the restructuring of a large and complex corporate enterprise. 
The FDIC may have applicable experience in the liquidation of insured depositary institutions, 
but these liquidations are far simpler than the restructuring or liquidation of highly complex non- 
bank financial institutions that engage in a variety of businesses. Their rescue will require the 
experience, expertise, and decades of legal precedent and highly qualified judges that have been 
developed among this country’s restructuring professionals and bankruptcy courts. We are 
fortunate to have developed a body of laws dealing with the consequences of failure. We should 
rely upon this foundation and continue to build upon it, rather than hastily construct a framework 
that will remain untested and appear foreign to us when the next crisis occurs. 

Once again, I want to express my appreciation for the opportunity extended by the 
Subcommittee to testify at this Hearing. 
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Mr. Krimminger. May I respond briefly? 

Mr. Cohen. Yes, sir. 

Mr. Krimminger. Just to be clear about this, if you have a Chap- 
ter — if you have a bank resolution and you create a bridge bank, 
yes, the existing contracts can he terminated by the fact that there 
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is no further employer, but you can also transfer a contract. That 
is one of the powers of the receiver when one of us talk about con- 
tinuity. The receiver would have the authority to transfer those 
contracts over to the bridge bank intact so that, just like a Chapter 
11, there are to be similar types of protections for union, pension, 
or other contracts if that were viewed as being important to main- 
tain the going concern value of the entity in a bridge bank struc- 
ture or a bridge financial institution structure under the proposal, 
or the operations and prevent a systemic risk that was the concern 
that led to the use of this extraordinary power in the first place. 

So you can transfer contracts. That is why I am saying it is very 
similar, in many ways, to bankruptcy law. You can transfer con- 
tracts by the receiver over to the bridge bank. You can also termi- 
nate, reject, or repudiate, depending upon your preference for 
terms, those contracts as well so that they don’t flow over to the 
bridge banks. 

Mr. Conyers. It doesn’t seem like you concur completely with 
Mr. Miller. 

Mr. Krimminger. No, I don’t, because there is also the power to 
continue those contracts into the bridge bank, and I would just 
simply humbly suggest that perhaps that is something that hasn’t 
been considered. 

Mr. Miller. If I may, Mr. Chairman, that assumes that the 
FDIC will find a buyer. What we are talking about here are first- 
tier financial holding companies of a huge size. I would look to the 
Indymac situation, where the FDIC was unable to find another 
bank to transfer those accounts to. And in the context of the testi- 
mony, that would mean those union contracts, those pension plans 
are terminated. 

Mr. Krimminger. Well, look, if I may respond as well — may I? 

Since the reference was made to the Indymac situation, the 
Indymac situation did involve, effectively, a bridge bank structure 
created. The contracts and primary — all of the operations of 
Indymac were transferred to that bridge bank structure and then 
that entity was sold virtually intact from the bridge bank. Of 
course you leave some claims that are of no value down in the re- 
ceivership, but that institution was sold virtually intact and is now 
operating as One West Bank in California by a new set of inves- 
tors. 

Mr. Miller. Yes, sir, which can also be done in bankruptcy if 
you are going to have a bridge bank that is being financed by a 
Federal agency. You can also do it in Chapter 11 without any Fed- 
eral assistance. 

Mr. Krimminger. And may I respond as well? 

The Indymac receivership and bridge bank, since we are refer- 
ring to that one, had no special assistance other than a protection 
of the depositors, which is, of course, the charge of the FDIC. There 
was not other Federal assistance provided at all. 

Mr. Conyers. Well, there seems to be a problem in the minds of 
some of the Members of this Committee about whether these guar- 
antees are diminished or improved through this resolution author- 
ity idea. I am a little bit concerned, and this is why we are having 
this discussion, of course, isn’t it? 
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I mean, after all, this is a draft that is not in final form, is it, 
Mr. Barr? 

Mr. Barr. That would he up, of course, to the Congress to deter- 
mine. 

Mr. Conyers. Well, sure, and we wouldn’t do anything without 
consulting with you and Mr. Krimminger. And so we are concerned 
about whether or not we would he dismantling many of the bank- 
ruptcy code protections that apply to non-bank financial institu- 
tions and the antitrust safeguards that apply to them. 

That is a valid concern, and that is a big concern, Mr. Miller. 

Mr. Barr. Again, Mr. Chairman, in our judgment it made sense 
to use the system that is in place for bank failures, which has a 
long history and established protections in it and to decide in par- 
ticular circumstances that are rare that should be extended to a 
further category of institutions that would have then a regime that 
has the same protections that have been used in bank failure law 
for many, many years. 

Mr. Miller. Thank you, sir. 

I suggest that we should not forget that what is the fourth-larg- 
est non-bank financial holding company is currently in bankruptcy 
and is being administered in bankruptcy very efficiently and with- 
out a single dollar of Federal assistance, in a proceeding in which, 
as the prior panelists have said, was able to sell assets within a 
period of 5 days, did not need debtor and possession financing, has 
been running this estate — this huge, complex estate — for well over 
a year, and if it had the protection of the automatic stay in connec- 
tion with the derivative contracts, would be a much more valuable 
estate today. 

I would submit to the Committee that this whole problem of de- 
rivatives is so complex that three-quarters of the people on Wall 
Street still do not understand what a derivative is. And where you 
have almost a million counterparties in these derivative trans- 
actions, many of whom took full control because of the way the 
statute is written. 

I don’t believe the FDIC has ever had any experience with de- 
rivatives and how you unpeel them and how you unwind them. 
And there are billions and billions of dollars involved in that proc- 
ess. 

Mr. Conyers. We can’t disagree with that, can we, Mr. Barr? 

Mr. Barr. If I could, Mr. Chairman 

Mr. Cohen. Well, Mr. Krimminger, that is the reason I asked 
you the question about, is the FDIC equipped to take on these glob- 
al economic situations with these multi-country — I mean, you all do 
like the bank of, you know, Tucum Karey — you are talking about 
doing the bank of the Semi-world. 

Mr. Krimminger. Like WaMu and some other substantial insti- 
tutions. Yes, I think it would be a challenge but I think the 

Mr. Conyers. You have never done it before. 

Mr. Krimminger. Well, I don’t know — our point is that there is 
value to preplanning and value to planning these types of insolven- 
cies in advance. There were some consequences from the Lehman 
failure that were created by the drying up of liquidity. I am not 
going to say that was all caused by the Lehman failure, but cer- 
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tainly there were consequences to that failure that created substan- 
tial problems in the financial system. 

Our judgment, which we would agree with Treasury on this, is 
that it is important to have an alternative system where you have 
the most — the largest financial firms involved in a potential col- 
lapse. We have had experience working with derivatives. We have 
dealt with a lot of major counterparties around the world. 

My work, as illustrated by the Chairman’s introduction, as a co- 
chair of the international working group looking at these issues, we 
have been working with international colleagues for months and 
years to try to deal — to try to find better ways of dealing with these 
issues. 

One of the recommendations in our working group report, which 
was published on the Bank for International Settlements Web site 
on September 17, was the need to have an insolvency system that 
could be consistent across both banks and the very largest non- 
bank financial firms in order to allow for greater coordination to 
prevent there from being cross-border consequences that can cause 
significant problems. 

And it is certainly not a secret that there certainly have been 
substantial cross-border disagreements with regard to everything 
from information sharing, with regard to the treatment of certain 
creditors and certain claims, and with the preferential treatment 
alleged by some of certain creditors and claims in the Lehman 
Brothers bankruptcy. 

So I wouldn’t want to sit here and say that it is an easy problem 
to solve, but I don’t think we can sit here and say that the bank- 
ruptcy resolution is an easy problem to solve for these very largest 
institutions either. 

Mr. Conyers. Well, we beg to apologize for undervaluing the ex- 
tensive global experience that the FDIC has accumulated over the 
years. I wasn’t fully appreciative of that fact. 

Mr. Barr. If I could, Mr. Chairman, I think that the bankruptcy 
proceeding that Mr. — is referring to is successful only in the nar- 
rowest sense. So we have a responsibility, I think all of us, not just 
to have a system that works with respect to the process of bank- 
ruptcy and the creditors in that bankruptcy, but really with respect 
to the stability of the financial system as a whole and the protec- 
tion of taxpayers. 

And the decisions that were made last year and the results of 
which, since the tools were so limited available to the Federal Gov- 
ernment, the Lehman bankruptcy was maybe okay for the narrow 
proceeding that it is engaged in, but was absolutely horrible for the 
financial system, and American taxpayers, consumers, and busi- 
nesses are paying for it every day. And I don’t think we want to 
set up a system in the future that is narrowly procedurally success- 
ful and brings down our financial system. 

Mr. Conyers. But aren’t we creating a super — a powerful super- 
regulator with so-called resolution authority that we have never 
created before? 

Mr. Barr. Not in my judgment, Mr. Chairman. We have a long- 
standing system of resolution for bank failure, we have par- 
ticular — 
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Mr. Conyers. Am I right? Are we creating a — or maybe I am 
wrong. When have we ever created any kind of authority with the 
power that is being contemplated now that the Treasury — that Mr. 
Barr, particularly — has handed us to consider? Is this routine? 

Mr. Miller. Absolutely not, sir. Absolutely not. I don’t believe we 
have ever done that before. 

Mr. Conyers. I don’t know about it. 

Mr. Barr. Mr. Chairman, we have a longstanding history, we 
have a bank failure regime that has been in place for three-quar- 
ters of a century. It is a special resolution regime for financial 
firms. We are talking about applying that in rare circumstances to 
an additional group of companies whose failure could really bring 
down the system. And so in our judgment really we have a long 
history of established practice and we are applying it in this con- 
text. 

Mr. Conyers. Well, all I have to do is take my medicine and get 
more rest and I will learn that this is what we do regularly for al- 
most a century. This has been going on all the time. Chairman 
Conyers, you just didn’t know about it. It slipped my attention com- 
pletely. A super-regulator authority with this authority to get rid 
of many of the safeguards of due process for unions, pensions, for 
secured and unsecured creditors that are all covered in the bank- 
ruptcy code now. 

Attorney Harvey Miller? 

Mr. Miller. Yes, sir. 

Mr. Conyers. It is all there. 

Mr. Miller. It is all there. I think Mr. Barr, sir, is referring to 
two different things: one, what caused the failure, which is an en- 
tirely different subject. There are many factors that precipitated 
Lehman’s collapse which were — included excessive risk-taking, 
which should have been subject to some regulation, poor regulation, 
and a general economy which was suffering from the takeover of 
Fannie Mae and Freddie Mac, and as well as the growing enormity 
of the subprime crisis. And you can trace back the subprime crisis, 
many of the problems. 

What I was addressing myself to was, when failure occurs, how 
do you deal with that failure? And the bankruptcy code and the 
bankruptcy courts allow you to deal with that failure with all of the 
protections which Congress has already put in, and if you amended 
the code to deal with this derivatives problem we would have a 
much more efficient Administration. 

And even though Lehman was an unplanned Chapter 11, it was 
something that, responding to Mr. Johnson’s comments, the Fed- 
eral Reserve Bank and the Treasury and Mr. Cox told the board 
of directors of Lehman, “You should file a bankruptcy petition by 
midnight on September 14.” And while they said it is in the discre- 
tion of the board, it was pretty much a command. 

And then the question was, how do you deal with that failure? 
I believe that the Chapter 11 bankruptcy in Lehman demonstrates 
that you can deal with it and we have dealt with it. And in fact, 
Lehman owns two banks. And it is through the Chapter 11 pro- 
ceeding where, in the full light of the sunshine, full transparency, 
the Lehman estate has invested money in those to banks to keep 
them in compliance with the FDIC. And you have an administra- 
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tion there where everybody is involved and the stockholders are 
being wiped out. 

Mr. Conyers. Would you agree with that, Mr. Barr? 

Mr. Barr. I don’t, sir. With respect, I think it is very hard to 
hold up the failure of Lehman Brothers and the way it was man- 
aged as a model of how we want to deal with financial crises in 
the future. It was horrible for the system, it is horrible for tax- 
payers, it is horrible for consumers, it is horrible for workers, it is 
horrible for our economy. 

We have to set up a system that is designed to bring 

Mr. Conyers. What should we have done? 

Mr. Barr. I think we need to have tougher regulation. Mr. Miller 
and I are in agreement on that. As I said at the outset, we need 
to make sure that these largest financial firms that are complex 
and interconnected have tougher regulation, higher capital require- 
ments, more stringent activities and restrictions alike, but we have 
to have a system of special resolution. 

If they fail we have to have humility about getting that right and 
the system we have in the past, where our choice is sending that 
firm into the bankruptcy or not, is insufficient and it has really 
hurt the system. We can’t do it again. 

Mr. Conyers. But isn’t the Miller description, Mr. Krimminger, 
a valid one? 

Mr. Krimminger. Well, I think what the Miller description fails 
to recognize is that you have the light of day. You have trans- 
parency in the bank receivership process as well. You have access 
to the courts, you have determinations by Federal judges about 
whether or not claims were accurately paid or not. 

So while I understand Mr. Miller’s understanding of the bank- 
ruptcy code, I think you have to look at what has actually been 
done in the bank receivership laws as well. There are protections, 
contrary to what he said, for secured creditors. There are protec- 
tions for unsecured creditors. There are protections for all types 
of 

Mr. Conyers. Maybe he hasn’t studied this carefully enough to 
know that. 

Mr. Miller. I agree with a lot of the things that Mr. Barr said 
and what we do need, but in a context of saying that if you dis- 
agree with the FDIC and how they are handling things in auto- 
cratic fashion you can start an action in the Federal district court, 
a plenary action, it is not like going to the bankruptcy court, which 
has hearings regularly, somewhat informal. Starting a plenary ac- 
tion to complain about the FDIC requires a great deal of financial 
backing, and that 

Mr. Barr. We are talking about the largest firms in the country. 

Mr. Krimminger. And that is why you have an administrative 
process first to hear those claims and have a determination of 
them, then there is the right, if you are dissatisfied with that de- 
termination, to go to court in which there is no deference given to 
the FDIC’s views. 

Mr. Conyers. Well, let us see. What is it that we agree on collec- 
tively? These are three of the finest legal minds in the country. 
What is it that we can agree on here and what is it that needs to 
be discussed a little further? 
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Mr. Barr. I think that we can all agree we need to end the per- 
ception of “too big to fail.” I think we can all agree we need tougher 
capital requirements, tougher liquidity requirements, more strin- 
gent forms of supervision on the largest, most interconnected firms. 

I think that we need to come to an agreement but we apparently 
don’t have one with Mr. Miller that the 

Mr. Conyers. Or this Committee. 

Mr. Barr [continuing]. Bankruptcy regime is sufficient. In our 
judgment, the bankruptcy regime is not designed for the purpose 
of protecting financial stability. It is not designed for the purpose 
of protecting the taxpayer. It is designed for the purpose of ensur- 
ing process with respect to creditors. That is too narrow a vision. 
I think we have a deeper responsibility. 

Mr. Conyers. What do you say, Mr. Krimminger? 

Mr. Krimminger. Well, I think that we do agree on the need for 
reform across the regulatory and supervisory realm, which I men- 
tioned both in my written statement and my oral statement. But 
what we also — we think that there does need to be a special resolu- 
tion regime, if you will, only to be used in those rare cases where 
the — going through the normal bankruptcy process could create ad- 
ditional systemic risk. 

So I concur with Assistant Secretary Barr that it is important 
that in that narrow scope of issues that we have the ability to go 
through a process that is designed to make sure there is speed, 
make sure there is continuity in these key contracts so that con- 
tracts where the liquidity is so crucial can be maintained through 
the bridge financial institution. That is simply what we are pro- 
posing, not some other — not a Federal bailout — because we believe 
that we do need to end “too big to fail.” 

The problem is that there was not an interest by both, in some 
cases policymakers but certainly in the case of also creditors, in 
many cases, of putting some of these largest firms through a bank- 
ruptcy proceeding because of the fear that there would be a mas- 
sive dumping of these financial contracts on an already illiquid 
market. That is a danger that we need to avoid, and we can avoid 
it without having to have a taxpayer bailout as the only alter- 
native. 

Mr. Conyers. Attorney Harvey Miller? 

Mr. Miller. I agree with almost everything Mr. Barr has said, 
but when he refers to stability I need a definition for stability. I 
said in my statement that Lehman’s primary problem, putting 
aside its other problems, the immediate problem on the weekend 
of September 12 was liquidity. The liquidity had been drained out 
of Lehman by a series of different events, and finally the clearing 
banks just demanding more and more collateral. 

If you were looking for stability at that point in time, the govern- 
ment, the Federal Reserve Bank, or the Treasury could have done 
a bridge loan. And there was a request for a bridge loan to get Leh- 
man assistance to get to a sale. 

The Treasury decided against that, and that resulted in the un- 
stable conditions that happened. There is no prohibition in using 
the bankruptcy process, and if it is appropriate for the Treasury or 
whoever, in the interest of stability, to do a bridge loan it can be 
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done in bankruptcy and it can be done in the bright light of full 
transparency. 

Mr. Conyers. Now, you don’t need to qualify that statement do 
you, Mr. Barr? 

Mr. Barr. I think that — I think again, with respect to Mr. Miller, 
it is too narrow a perspective. We are not focused on the success 
of failure of Lehman. We are focused on financial stability overall. 

I think that the Lehman process obviously occurred in the con- 
text of a massive inflow of — followed by a massive inflow of liquid- 
ity provided into the system. There was a massive inflow of liquid- 
ity in the system from the Federal Reserve before. There was an 
enormous amount of government action taken in and around the 
Lehman bankruptcy. 

The Lehman bankruptcy itself is a narrow slice of what we need 
to look at, and I think we have broader responsibilities. I think we 
need to have a special resolution regime because we are looking out 
for the taxpayer and the system and not just for the creditors or 
the firm. 

Mr. Conyers. Mr. Krimminger, you have less criticism of the 
Miller evaluation. 

Mr. Krimminger. I wish that I could provide concurrence, but I 
will say again that what the Miller evaluation fails to recognize, I 
think, is that the simple process that are provided by current bank- 
ruptcy code provisions, of requiring or allowing parties to terminate 
and net their contracts immediately onto an illiquid market creates 
a great deal of risk of destabilization. 

A bridge loan would not necessarily solve that, but let us pre- 
sume for a second that we also adopted the Miller proposal, say 
that these financial contracts were subject to the automatic stay. 
That is going to create nothing but illiquidity and concern by credi- 
tors of other entities that might be in trouble around the financial 
markets that their contracts will be subject to delay and they won’t 
be able to get out of the contracts. 

As much as the netting provisions cause problems, they were put 
in place in part to help deal with the potential destabilization that 
could occur by immediate — by having contracts tied up in a bank- 
ruptcy proceeding or other type of proceeding. That is why the Con- 
gress, in its wisdom, did give us the power to transfer these con- 
tracts over to a bridge financial institution so that they could be 
maintained and wound down slowly rather than being terminated 
immediately. 

Mr. Miller. Referring to the last comment, that is what should 
be in an amendment to the bankruptcy code, and that is exactly 
what, as I understand it, the resolution regime would want — the 
ability to assume or reject these contracts rather than allowing the 
counterparties to terminate them and take advantage of a declining 
market. 

The other issue that I would raise is, in response to Mr. Barr, 
how are you going to protect this country against the same decision 
that was made on the weekend in which the Treasury decided, “We 
are not going to do a bridge loan or anything for Lehman,” and 
then on Tuesday the 16th advanced $85 billion to AIG? How do you 
check that decisions? 

Mr. Conyers. How can you explain that? 
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Mr. Barr. Mr. Chairman, obviously I was not in the government 
at the time of those decisions. I don’t really have a particular judg- 
ment with respect to weekend activities. I will say that I think it 
is absolutely critical — and here I think Mr. Miller and I agree — 
that we change the basic nature of regulation in our system so that 
there are big buffers and we can internalize the costs. I think those 
are important 

Mr. Conyers. But he wants to put the law into bankruptcy and 
you want to put it into a super-regulator. 

Mr. Barr. I don’t want to put it into a super-regulator, sir. I 
think that these institutions need to be toughly, confidently super- 
vised at the consolidated level. I think there need to be important 
checks and balances in the system for the use of resolution author- 
ity with three keys, as under the systemic risk approach — the Fed- 
eral Reserve, the Treasury, and the FDIC in agreement. 

I think there does need to be transparency in the process once 
the firm is in resolution with the opportunity for judicial review. 
So I don’t agree with the characterization of this as a super-regu- 
lator. 

And again, with respect, I think that we need to have broader 
system interests in mind and not just the interests of creditors of 
the firm. 

Mr. Cohen. The Chair is temporarily going to ask Chairman 
Conyers to assume the Chair and recognize the Ranking Member 
as well to continue this questioning. And if the Chair would take 
the Chair for just about 5 or 10 minutes, I would appreciate it. And 
I will return shortly. But Mr. Franks has some questions, but I will 
leave that to the Chair to recognize Mr. Franks. 

Mr. Conyers. [Presiding.] Recognize Mr. Franks. 

Mr. Franks. Well, thank you, Mr. Chairman. 

You know, I guess just fundamentally here I think Mr. Miller’s 
testimony has been very compelling to me. My original question 
was, what is the primary difference between what you are doing 
and the bankruptcy protocol that is already set up? And I under- 
stand that the big difference is who is in charge here. 

And I have got to tell you, I want to be very respectful to Mr. 
Barr and Mr. Krimminger because I know that you are here, you 
know, at the behest of others, but you are in a position of having 
to defend what I think is almost an indefensible situation here be- 
cause there is the reality of a super-regulator, like the Chairman 
suggests. This is putting this into an entirely new environment, 
kind of a bureaucratic environment, and you are trying to write a 
whole century of law here in a short period of time. You are trying 
to create an entirely new mechanism; you are trying to essentially 
replace what the bankruptcy system already accomplishes in most 
cases. 

I have not heard any particular, clear, specific advantages that 
this would offer over the bankruptcy system. I just haven’t. So let 
me just say that one of the things that concerns me is under the 
legislation here it says — this is verbatim — no judicial review of de- 
termination pursuant to the subparagraph. No court may review 
the appropriate Federal regulatory agency — that would be you — de- 
termination subject to subparagraph D to disallow a claim. 
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In other words, the gentleman, Mr. Miller, is absolutely correct. 
You could go into a Federal court and make a big statement — I will 
call on you in a moment — and I just think that you are talking 
about a modicum of chaos here, and there is a lot of hubris I am 
hearing here that if the right people were in charge it would all 
work out okay. 

And, you know, I am looking at some graphs here and there is 
an indicator where, when the bankruptcy by Lehman occurred 
there was a little hiccup in the graph, but when the Bernanke- 
Paulson testimony came and TARP was announced, boom, it was 
disaster time. And I am convinced that the inept intervention by 
the department is most of what catalyzed the panic. Now, I am not 
suggesting that it was at the cores substance of what the under- 
lying problem was, but it catalyzed the panic. 

The same thing here with the Dow. When the Lehman bank- 
ruptcy occurred it bounced a little and bounced back up, but when 
this announcement of this two-and-a-half-page plan to save the 
world occurred the Dow just went — bottomed out because the mar- 
ket couldn’t understand how the bureaucrats were going to come 
along and save the day. 

Now, what I hear happening here is that somehow you are going 
to all of a sudden have, under the FDIC, the ability to have the 
same transparency, the same protective rules, the same wisdom, 
the same experience as the entire bankruptcy court mechanism 
that has been going on for so long. And I know I am being a little 
rough on you here, but let me ask a couple questions. 

First of all, it seems to me that the additional strain and re- 
source demand on the FDIC of this proposed new regulation would 
weaken the confidence in the FDIC’s existing brand as a guarantee 
and the resolver of depository institutions and a single measure 
failure here by the FTC to resolve a bank holding company, for ex- 
ample, Citigroup, under the new proposed resolution would under- 
mine the market confidence in the FCID. And wouldn’t a loss of 
confidence then accomplish the same tragedy here where there is 
a run on the banks? 

So let me ask you both, if you have got Goldman Sachs over here 
on one hand, now a bank holding company, and you have got your 
largest covered bank under FDIC, and both of them go into dis- 
aster at the same time, which one is your priority? And I will ad- 
dress it to Mr. Barr first. 

Mr. Barr. Thank you very much, Mr. Franks. I guess I would 
respectfully disagree with respect to the characterization of the ac- 
tivity we are doing as creating this kind of entity you described. 
What we are talking about doing is applying for a narrow class of 
the largest, most interconnected firms in the country the oppor- 
tunity to apply, in narrow circumstances, special resolution author- 
ity to be administered by the FDIC, an institution that has carried 
out the same procedures through the same protections for three- 
quarters of a century in the narrow additional class. 

In my judgment the FDIC would have the capacity to engage in 
the kind of necessary approach to preserve the stability of the fi- 
nancial system while also taking care of deposit insurance 
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Mr. Franks. But you are suggesting that it would be a new — ^you 
know, you would have additional responsibilities? I hope I could get 
that, because if I can’t get that I am 

Mr. Barr. Yes, sir. 

Mr. Franks. Okay. So what would be the main — and you haven’t 
told me where your priorities would be. Would it be with Goldman 
Sachs or your largest bank — covered bank? 

Mr. Barr. It is not a question of 

Mr. Franks. Well, that is my question. 

Mr. Barr. Yes, sir. I believe that the FDIC has the judgment and 
the capacity to take appropriate steps to protect depositors with re- 
spect to a bank and also to take appropriate steps to wind down 
large firms and to preserve through that mechanism financial sta- 
bility in the system. 

Mr. Franks. Well, could you understand a potentially large 
bank’s reticence to see this situation when maybe Goldman Sachs, 
which would be largely represented in the department, and all of 
a sudden it looks to me like that they would say, “Hey, you know 
what? These guys might favor Goldman Sachs over the banks here 
because of the large political representation that is there.” And I 
am not making any — I am not challenging anybody’s loyalty here, 
I am just suggesting that the market is going to consider that and 
what you are doing is you are politicizing the whole process. 

You have got sort of a “bailout on demand” mechanism here and 
you are widening the ability of executive government, of bureau- 
cratic government, department government to intervene in these 
areas that it really — that has pretty much been determined to be 
what was the catalyst of a lot of the panic in the first place. And 
I mean, can’t you understand why the business community would 
say, “Well, they screwed it up once. Why should we all of a sudden 
have this great confidence that they can come along and rescue ev- 
erything now?” 

Mr. Barr. Mr. Franks, in fact I agree that we shouldn’t care at 
all what Goldman Sachs thinks or any other firm thinks about any- 
thing we all do up here. The point is to develop a system that pro- 
tects the taxpayer, protects our economy, and makes sure that we 
have the tools available to we need to end “too big to fail,” to regu- 
late the largest firms, to have higher capital requirement and li- 
quidity requirement on it, and we have to be humble about that. 

We have to know that sometimes that is not going to work. If it 
doesn’t work we need to have the option, other than a bailout or 
bankruptcy, that is actually going to be able to resolve the firm in 
a way, wind it down in a way that is not disruptive to the system. 
And our judgment is that 

Mr. Franks. It just occurs to me that, you know, if you have got 
this additional process, that the market doesn’t know whether to 
trust it or not and the firms, then they think, “Oh, well then our 
issue is not whether we get a bailout or a bankruptcy. We have got 
this other possibility that we may try.” And all of a sudden there 
is an entirely new calculus in the minds of some of the business 
leaders. And it just occurs to me that this is a recipe for absolute 
confusion. 

And I still haven’t heard a major advantage in the process that 
you are talking about that would not be — and I am sure there may 
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be some — but that would not be already available under what Mr. 
Miller has talked about in a Chapter 11. 

Mr. Barr. Could I suggest, sir, that I think that the ability to 
act quickly and decisively with respect to changing the manage- 
ment, with respect to providing financing for liquidity functions, 
with respect to the ability to reduce risks to financial system as a 
whole through knock-on effects to counterparties, and the ability to 
take that kind of decisive action, not with respect to protecting the 
narrow interests of the firm but with respect to preserving tax- 
payer interests and having the ability to assess on the industry as 
a whole to make sure that the largest firms pay for any financing 
improves market discipline and preserves the ability to strengthen 
our financial system. I do not believe that bankruptcy is adequate 
to doing that. 

Mr. Franks. So getting back to the one question that I asked, 
just as clear as you can, I know — what happens if Goldman Sachs 
and your largest bank blow up on the same weekend? What hap- 
pens? What do you do? 

Mr. Barr. You resolve the depository institution according to ex- 
isting bank failure law and you resolve the large financial holding 
company according to the special resolution procedures as de- 
scribed in our proposal. 

Mr. Krimminger. May I respond to the section of the FDI Act 
that you read from a moment ago? 

Mr. Franks. Sure. 

Mr. Krimminger. That section simply means that there is no, 
like, administrative procedure act type of review of the decision by 
the receiver. That is why I was saying before, there is a de novo 
judicial review of the decision. 

The court can’t review the decision and give deference to it; they 
have to review it without ^ving deference. And the subsequent 
provision of the FDI Act, which provides specifically for the ability 
to go to court, file your claim, and get that resolved by the court. 
So there is a judicial review of the claim, the decision 

Mr. Franks. But the ultimate impact is that the process then 
has less transparency in the long run because, you know, you can’t 
possibly suggest to me that you are going to — under this new mod- 
icum here where you don’t have 50 years of developed transparency 
with the bankruptcy court, you can’t suggest to me that there is 
the same transparency. 

And Mr. Miller, would you suggest 

Yes. We have given you plenty of time here, guys, but I want 
to — because my time is short too. 

Mr. Miller. Thank you, Mr. Franks. There is nothing that Mr. 
Barr has said that could not be done as a complement to bank- 
ruptcy. I believe Mr. Barr is — and I think simply saying that the 
Chapter 11 bankruptcy has a very narrow focus is understating, 
because if there is exigent in circumstances, certainly there is going 
to be a lot of public interest in it. 

In terms of bridge financing and all of that, that can be done. 
Now, I hate to use Lehman as an example all the time, but before 
Lehman filed, the Federal Reserve and the Treasury went to all of 
the major money-center banks and the major street — Goldman 
Sachs and Morgan Stanley and Merrill Lynch, when Merrill Lynch 
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was still there — and nobody was prepared to do anything. What do 
they do in those circumstances? 

Mr. Barr. I think that Mr. Miller is exactly right that no one 
was prepared to do anything. Our financial system was teetering 
on the brink. And I think it is ironic to say the least to hold up 
the failure of our financial system last fall as the model for the 
kind of financial system we want to have in the future. We can’t 
have that kind of system in the future. 

Mr. Miller. Well, I would just suggest that, you know, the entire 
foundation of the crash was loans that did not perform as those 
who rated them said they would perform, because whether it is de- 
rivatives or whatever it might be, that was the basis. If those loans 
had performed as they would have traditionally, until we changed 
the rules and government in the middle of it all, then the entities 
would have had much more to lose and their own stockholders, all 
of these systems — even Fannie Mae and Freddie Mac — their stock- 
holders would have said, “What? You are underwriting loans that 
you don’t know whether the person has a stated income, no credit 
history, no big down payment. What are you doing?” 

All of a sudden the traditional judgment would have entered into 
the process, but when government comes in and says, “Well, we are 
guaranteeing it because we are really smart; we know how to make 
it all work,” and I will suggest to you that this is the same mistake 
that has littered the highway of histories where government comes 
in and feels like they can make better judgments than the market 
and those who are in business and the foundational productivity 
sector are. 

Now, let me just suggest here, the assistance that is talked about 
in this legislation for a bank holding company — this would be Gold- 
man Sachs — this would allow you to come in, make loans or pur- 
chasing any debt obligation, purchasing assets of the covered bank, 
assuming or guaranteeing the obligations of the covered bank, ac- 
quiring any type of equity interest in the covered bank, taking a 
lien on all assets of the covered bank, selling or transferring all or 
any part of the covered bank. That is a recipe for you just coming 
in and just taking them over, and I don’t know how you think that 
you are going to do a better job than most of the private sector has 
done without putting the responsibility on them to perform or go 
bankrupt. 

Mr. Krimminger. May I make a comment with regard to that 
provision? 

As I indicated before, we have not — we at the FDIC have not — 
supported every provision in the proposed Treasury proposal. We 
do not support provisions that would provide assistance to open in- 
stitutions. That is why our focus is on the institution needs to be 
closed and needs to go through an insolvency process and not be 
bailed out prior to closure. 

Mr. Franks. Well, the Chairman has been very kind to me and 
I want to give you, Mr. Barr, a last thought and Mr. Miller a last 
thought, then I am finished. But obviously you could probably 
guess here that I am a little bit not convinced here. 

Mr. Barr. Mr. Franks, I would agree with you that we need to 
be humble. We need to be humble about the ability to have regu- 
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lators. We need to be humble about the ability of managers of large 
firms. 

And I think that is why it is absolutely critical that we build up 
large buffers in the system in the event of failure. It is why we 
need tough rules on these institutions in advance. 

And I think what we are talking about is just a narrower ques- 
tion of, do you want a process through the bankruptcy process, 
which involves a set of individuals working in the government, or 
do you want a special resolution process which involves a set of in- 
dividuals working in the government to decide the nature of the 
resolution? And in our judgment the bankruptcy process is set up, 
designed for a different function. It works well for most of the time 
for most institutions in doing what it is supposed to do. 

We are talking about in the narrow case of financial stability — 
do we need a broader purpose and a carefully cabined approach 
using long trusted mechanisms? We think that we do. 

Mr. Franks. Mr. Chairman, considering the history of the last 
year, we have seen some major intervention by government that is 
unprecedented in this country, and I would just suggest that if we 
had gotten back to just basics and told these financial institutions, 
“Listen, you better have enough equity to cover your risks and you 
better make sure that the taxpayer is the last one to have to inter- 
vene here, and if you don’t you are not going to go bankrupt you 
are going to go to jail if you don’t follow at least having the funda- 
mental equity necessary to cover your risk.” And if we did that and 
we said, “Okay, buyer beware, lender beware, guys, have a good 
time,” I can tell you it would have worked a whole lot better than 
government trying to come in and tell everybody how to do it and 
guaranteeing everything to the extent that it threw the whole skew 
of a real market out of place in the minds of any rational partici- 
pant. 

And with that, Mr. Miller, I give you the last word here. 

Mr. Miller. Thank you, Mr. Franks. 

I go back to what Mr. Johnson said earlier this morning in con- 
nection with Chairman Bernanke’s statement about after the expe- 
riences with AIG and Lehman we need a third option. There is no 
place where Mr. Bernanke or anybody else has said, “What are the 
experiences in AIG and Lehman that requires this special super- 
agency?” 

I would submit to you that H.R. 3310 is a good start to where 
we should go incorporating those amendments into the bankruptcy 
code. We need to deal with the derivative problem. We have to take 
out those safe harbors that are in the bankruptcy code. And all of 
this without some cross-border solution is not going to work. 

We are dealing with firms that are global and have huge oper- 
ations overseas. In the Lehman case we now have 80 separate in- 
solvency proceedings. We have to deal with corporate governance 
obligations and fiduciary duties in other countries that the FDIC 
can’t deal with, or the Treasury, in terms of stability. 

And until we have a cross-border solution the type of solution — 
this regime that is being proposed simply is not going to work. It 
all can be done in the bankruptcy — within the bankruptcy law and, 
as I said, with full transparency. 
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Mr. Cohen. [Presiding.] Thank you, sir. And this has heen a very 
unusual manner of conducting a Committee hearing, hut I think it 
has heen very evocative of issues, and I think it has heen very 
helpful to us. And I thank Mr. Miller for joining the panel and Mr. 
Barr and Mr. Krimminger for participating as we have gone long. 

I would like this one last thing, Mr. Barr. I just think there prob- 
ably needs to be some type of standard when you get out of the 
bankruptcy into this resolution, and the standard ought to be 
spelled out in some way, like a compelling state interest sometime 
that — your compelling financial economic doomsday, you know, and 
define some standards that could be met. 

Mr. Barr. I would agree with that, Mr. Chairman, and we have 
a standard proposed in our legislation. We would be happy to make 
it available to you for your consideration. 

Mr. Cohen. I look forward to that and I think — and I have to ask 
you, too, how are you related to Bob Barr? Are you all cousins? 

Mr. Barr. We are not cousins. In fact, I am fairly confident we 
are not related in any way. My name comes from a long string of 
changes through the process of immigration and assimilation to the 
United States and I believe it used to be Kaplinski in Poland. 

Mr. Conyers. But so did Barr’s, I think, came from the same 
place. [Laughter.] 

Mr. Barr. The gulag. Maybe. Right now I am just your neighbor 
up the street in Ann Arbor. 

Mr. Cohen. Thank each of you and I appreciate your testimony. 
And I would — you might want to find a different word that is a bet- 
ter word than regime. I am afraid that may reflect poorly. But I 
thank each of you. 

Mr. Barr. Thank you for your advice. 

Mr. Cohen. We will get the thesaurus together. 

We would like to now welcome the second panel and thank our 
first panel for their — oh. I thought I beat the clock 

Mr. King. Mr. Chairman, I 

Mr. Cohen. Mr. King is here. 

Yes, Mr. King, you are recognized. 

Mr. King. Thank you, Mr. Chairman. I thought for a moment 
that you had suspended your peripheral vision and 

Mr. Cohen. I can go to my left. 

Mr. King [continuing]. And I seldom do. 

And I want to thank the witnesses for your testimony, and as I 
look out across the list we have here perhaps I could start with Mr. 
Barr and ask you this question, and that would be, if we had sim- 
ply allowed these financial institutions to go through a normal 
process of Chapter 11 or Chapter 7, what would you predict would 
be the results today? How would those large investment banks 
have fared? What would be left? Who would have picked up the 
pieces without regard to what the prediction might have been for 
the global financial structure? 

Mr. Barr. I think that if we had — if the Federal Government at 
the time had not taken significant measures, both through the Fed- 
eral Reserve and the Treasury and the FDIC, to provide liquidity 
in the system the financial consequences would have been much 
more severe and lasting. Already I think that the difficulties that 
have been experienced because of the financial crisis have been 
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quite severe to American consumers and businesses and house- 
holds and the taxpayer. I think 

Mr. King. Mr. Barr, I think I am going to need to rephrase my 
question: What would the pieces look like if we had let that hap- 
pen, though? I mean, I understand that you endorse the support 
that has been there for these institutions to maintain the entities 
that we had as much as possible to go through this. 

Had we not, if we had decided that “too big to be allowed to fail” 
really didn’t apply, that the free enterprise and free markets and 
the risk of failure as a deterrent for future imprudent investments 
or risks on lending institutions, what do you think would have hap- 
pened in the function of the, say, bankruptcy court, for example, of 
those large investment institutions that were bailed out? 

Mr. Barr. Sir, in my judgment let me just say, I don’t really care 
at all about the firms themselves or what pieces would have been 
left of them or what 

Mr. King. But I do, Mr. Barr. That is why I asked the question. 

Mr. Barr [continuing]. What new pieces arrive. It is not about 
protecting the firm, so the key question is what is necessary, in 
terms of imposing the discipline on them in the future, making 
sure they have higher capital standards, higher liquidity require- 
ments, bigger buffers in the system, tougher forms of prudential 
supervision. We have to make sure they are supervised on a con- 
solidated basis so you don’t have a firm like AIG that really is a 
loophole in the system with respect to bank holding companies. 

And then the question is just, in the event of crisis if all that is 
crashing down and has failed, should the government have the 
ability to throw those firms into a resolution procedure? I think the 
answer is that in some cases maybe yes, and that is why there is 
this narrow authority that is provided in that special circumstance 
with respect to these largest interconnected firms. 

Mr. King. Thank you, Mr. Barr. 

If I could direct that similar question to Mr. Miller, and also ask 
Mr. Miller if you have gamed this out and anticipated or tried to 
predict what would have happened if the government hadn’t inter- 
vened. And as a person who takes care of my money — when I in- 
vest it in a business startup, for example, I do so with the prudence 
of the realization that if it doesn’t work out I lose my money. When 
I borrow money or loan money it is done so with the prudence of 
the judgment of being allowed to fail. 

And that deterrent was taken away, and I think it was taken 
away implicitly some years ago. In fact, some of the top financial 
people that I have heard from 2 years ago were, “What you do in 
this business is pretty much what everybody else does. That way, 
if they are making money you make money but if everything falls 
apart you get bailed out with the rest of them.” What would you 
say about that subject matter? 

Mr. Miller. Mr. King, I would respond in this context: If the 
firms went into bankruptcy — Chapter 11 or Chapter 7 — the sur- 
vival of the firms would be minimal at all. The assets would have 
been offered for sale, they would have been broken up. 

If the economy was in a stable condition there is a thing called — 
a capitalist term called constructive destruction, or something like 
that, that part of capitalism is failure, and when there is a failure 
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other elements of the economy take over that deceased, let me call 
it, entity. I think the problem in September of 2008 was the sys- 
temic risk, where it wasn’t a question of Lehman; it was the ques- 
tion, was Merrill Lynch next? Was Goldman Sachs next? Was Mor- 
gan Stanley next? 

And if you had a successive set of bankruptcies for each one of 
those firms the consequences to the overall economy, I think, would 
have been disastrous. 

Mr. King. I thank you, Mr. Miller, Mr. Barr, all the witnesses. 

I appreciate it, Mr. Chairman, and I yield back the balance of my 
time. 

Mr. Cohen. Thank you, Mr. King. 

And now we will conclude the first panel, and we are going to 
quickly go because we are going to have to vote at 3’ish, or what- 
ever. 

Mr. Barr. Thank you, Mr. Chairman, Chairman Conyers. 

Mr. Cohen. You are welcome, sirs. Thank you very much. 

Second panel, come in. I am sorry I have been probably derelict 
in recognizing your expertise and just deferring to Mr. Miller but 
it made for a good panel discussion. 

The first witness we are going to hear from is going to be Mr. 
David Moss. Professor Moss is the John McLean professor at the 
Harvard Business School, teaches business, government — senior 
economist at Abt Associates and he joined the business school fac- 
ulty in 1993. And we will recognize Professor Moss now for his 
statement. 

Professor Moss, if you would start in the interest of time? 

TESTIMONY OF DAVID MOSS, HARVARD BUSINESS SCHOOL 

Mr. Moss. Thank you, Mr. Chairman. 

Mr. Chairman and Members of the Subcommittee, I appreciate 
your inviting me here today, and I am very pleased to have the op- 
portunity to speak about the proposal for a resolution mechanism 
for systemically significant financial institutions. I actually sup- 
port — I do support the broad idea of a resolution mechanism, and 
the reason I support it is that I believe it could be helpful in navi- 
gating a rather narrow path and a treacherous path between 

Mr. Cohen. If I may interrupt, at the suggestion of the Chair- 
man we will go through a continued unorthodox policy in this Com- 
mittee, which I am happy to be the initiator of because I am very 
unorthodox in more ways than one. And what we would like to do 
is ask Mr. Moss, first. Professor Sagers, Professor Skeel, and Mr. 
Weissman to comment — you can incorporate some of what you had 
in your opening statements, all of which will be put into the record, 
but also to comment on what you have heard in the testimonies of 
Mr. Barr and others and give your opinion of their testimonies and 
how you — safeguards or non-safeguards you think we should look 
for in having a resolution group rather than bankruptcy. 

Professor Moss, you start. 

Mr. Moss. It was quite an interesting discussion to begin with. 
I guess I would start that I am not sure that the choice, which has 
been framed here is, in fact, the choice we face. The choice that 
was framed in this discussion back and forth was one between a 
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resolution mechanism and bankruptcy, and I realize that that may 
seem like the choice but I don’t think it is. 

I think the choice, sadly, is between resolution and bailout. I 
think that in the — what we have seen is that there is now a suffi- 
ciently widely held belief, perhaps correct, that bankruptcy of 
enough very large financial institutions could have catastrophic ef- 
fects for the financial system. And given that, it is not clear that 
policymakers from any party at any time, in my view, would allow 
that to happen. 

And I think as a result, although the law on the books would say 
to put the firm in bankruptcy, it is not clear to me that in fact that 
would be followed in a crisis. It was not followed in this crisis by 
either administration. Republican or Democrat. I don’t think it 
would be followed in the future either. 

And, as a result, I don’t actually think the choice is, in fact, be- 
tween resolution and bankruptcy. I think it is between resolution 
and bailout. 

Between those two choices I will take resolution. I recognize its 
problems. 

I will say that your predecessors, it seems to me — I had not pre- 
pared to talk about this, but — your predecessors have excluded fi- 
nancial firms quite regularly over the course of American history 
from bankruptcy law. The original 1898 act, as I recall — Mr. Miller, 
I am sure, would know better than I — ^but I believe excluded all 
corporations from voluntary bankruptcy, but banks in particular 
were excluded from involuntary bankruptcy, so they were already 
excluded. Banks, of course, were subsequently brought under 
FDIC. 

And insurance companies are also excluded, if I am correct, from 
bankruptcy law. So I think the idea of excluding financial compa- 
nies from bankruptcy law is not a new phenomenon. 

Maybe I can just make one more comment — I know you want me 
to be brief I have two significant concerns about the idea of a reso- 
lution mechanism. Broadly I think it is necessary, but I have two 
concerns. 

One is that we should not fool ourselves to think that a resolu- 
tion mechanism will solve all the problems. There is still the basic 
problem of systemic risk and the basic problem of moral hazard, 
and as we try to solve one we increase the other. A resolution 
mechanism is an attempt to provide a balancing act, but it is not 
a perfect one. 

The more serious problem — and I think this is one you ought to 
consider if you go forward with the resolution mechanism — is that 
in a crisis, in a crisis it is not clear that we would, in fact, follow 
a resolution mechanism. The question is, is the resolution mecha- 
nism credible? Just in the way that we have to ask, is bankruptcy 
credible? Over the past year-and-a-half it has not been. At every 
opportunity we avoided it. 

At every opportunity — it seems to me that if we are not careful 
we could create a beautiful resolution mechanism and it would be 
circumvented in a crisis. So we need to create a mechanism, and 
a system, that is credible. 

I would be glad to talk about how to do that. I have some ideas. 
But I will just remind you that with FDIC — which, by the way, I 
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think the resolution mechanism works quite well with FDIC — but 
it is attached to an insurance system that protects depositors. I 
suspect that if that insurance system did not exist we would be 
very reluctant to put a major bank into resolution for fear that it 
would spark runs on other banks by fearful depositors. 

So there is a question of how we stabilize the broader financial 
system, whether we put a major financial institution into bank- 
ruptcy or resolution. Do we have a system for protecting the 
healthy institutions at the same time? I would be glad to talk 
about that in more detail if that would be helpful, but those are 
my broad comments. 

[The prepared statement of Mr. Moss follows:] 
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Mr. Chairman, and members of the Subcommittee, thank you for inviting me here today. 
1 am very pleased to have the opportunity to speak with you about the need for a 
resolution authority for systemically significant financial institutions. 

For the better part of a year, I have been focused on how best to manage the risk posed by 
systemically dangerous firms - and, by extension, how to str ucture our regulatory and 
legal systems so that no private financial firm is considered “too big to fail.” When 
several of our country’s largest and most interconnected financial institutions became 
vulnerable this year and last, our goverrrment was left with few options but to assist them, 
lest their failure and ensuing bankruptcy provoke a dangerous cascade of losses across 
tile financial system. To avoid the need for bailouts in future crises, we must establish a 
strong resolution mechanism in advance, specially tailored for systemically significant 
financial firms, in a way that our existing bankruptcy system is not. 

For a resolution mechanism to fulfill its promise and serve as a firewall against the need 
for bailouts, it must manage tire twin dangers of systemic risk and moral hazard. First, it 
must be designed to limit - and certainly not exacerbate - the systemic threat posed by 
the failure of a very large and highly interconnected financial firm. It is now widely 
believed that the current bankruptcy system is not well suited for this purpose. At the 
same time, to prevent tlie creation of moral hazard (i.e., incentives for excessive risk 
taking), a resolution mechanism must be sufficiently tough so as not to resemble a bailout 
itself It must also be sufficiently credible so that market participants are confident in 
advance that it will in fact be used (and not dropped in favor of a bailout), even in the 
midst of a financial crisis. Over tlie remainder of my testimony, I would like to discuss 
what a resolution authority that met these objectives might look like. 

A strong resolution authority is needed to allow systemically significant firms to fail, 
without provoking an avalanche of losses in the process. 

Although American bankruptcy law has served us extremely well in many different 
contexts over the past 100-plus years, it was never designed to handle tlie failure of a 
large, systemically significant financial institution, particularly at a moment of severe 
financial turmoil. For one, our bankruptcy procedure may be too slow to deal with the 
failure of a major financial institution in the midst of a fast moving crisis. Moreover, the 
preservation of certain claims, even at public expense, may in some special cases be 
necessary to prevent or limit a broader financial storm. 

More concretely, at a moment of financial tunnoil or distiess, the bankruptcy of a 
systemically significant financial institution (SSFl) could potentially provoke cascading 
losses (far beyond the firm and its direct creditors and counterparties) and perhaps even 
trigger a severe financial panic. Concern about such a chain of events, stemming from 
tlie bankmptcy of a large financial film, existed well before the failure of Lelunan 
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Brothers, but was dramatically confirmed by Lehman’s entry into bankruptcy in 
September 2008 and the financial havoc that followed. Given this, it is very likely that in 
some future moment of financial tuimoil, federal officials would go to great lengths to 
prevent a systemically significant financial institution from falling into bankruptcy. In 
fact, with the notable exception of Lehman, this is precisely what happened in the recent 
crisis (with govemment-supported rescues of Bear Steams, Fannie Mae, AIG, and 
Citigroup, among others). 

As a result, the choice we now face may not be between the existing bankruptcy system 
and a new resolution process, but rather between an ad hoc bailout process (to avoid 
bankmptcy at a moment of systemic tunnoil) on the one hand, and a strong resolution 
process on the other. Given this choice - and, I’m afiaid, tliis is exactly the choice we 
face - 1 prefer the creation of a credible resolution process, specially designed for SSFls. 

The good news it tliat FDIC has had this autliority for years with respect to commercial 
baidcs, and it has worked well. Wliat is needed now is a comparable resolution process 
for all SSFls, whether they are banks, bank holding companies, or other financial 
institutions. We need a resolution process that works, so regulators don’t have to be 
afraid to let a systemically significant financial institution fail. 


The resolution mechanism must be designed as one component of a comprehensive 
regulatory plan to eliminate the policy of “too big to fail.” 

While a resolution mechanism is necessary to help eliminate “too big to fail,” it is by no 
means sufficient. If there is one thing 1 would like to convey today, it is this: in isolation, 
a resolution mechanism will not do the tiick. Rather, it must exist as part of a larger 
program to manage systemic risk, or we will likely end up with the very same ad hoc 
bailout system that we are now trying to eliminate. FDlC’s resolution mechanism for 
commercial banks exists as part of a broader system of regulation and insurance, and so 
must the new resolution mechanism for SSFls that we hope to create. ' 

To effectively manage the problem of “too big to fail,” we must take four linked steps, 
designed to reduce the risk of systemically dangerous firms failing in the first place, and 
to allow such films to fail if necessary, without causing system-wide damage.^ 

• As a first step, I believe we must publicly identify systemically significant financial 
institutions (that is, those firms whose failure, whether in normal times or times of 
financial turmoil, could provoke a cascade of losses in the financial system); and we 


^ See note 4 below. 

’ For a fiiller description, see David Moss, “An Ounce of Prevention: Financial Regulation, Moral 
Hazard, and tlic End of 'Too Big to Fail'," Harvard Magazine^ Scptcmbcr-Octobcr 2009 

i http://han.'ardn~iauazine.com/2009./09/financial-risk-manaaenient-Dian i . 
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must develop and maintain this public list of SSFls on an ongoing basis, before crisis 
strikes. 

• Second, to reduce the risk that such institutions will fail, and to give them an 
incentive to slim down, we should impose heightened regulation on tlie systemically 
significant firms on the list. This heightened regulation should include, at a 
minimum, tough leverage and liquidity requirements, limits on the proportion of 
sliort-tenn debt on these linns’ balance sheets, and restiictions on tlieir off-balance 
sheet activity. A maximum leverage ratio for SSFls might even be written directly 
into the statute. 

• Third, to prepare in advance for the possibility of system-wide disturbance and to 
help make the resolution mechanism credible, we should create an explicit - but 
stiictly limited - stabilization fund, which would h'igger only in periods of severe 
systemic distress. The fimd would require regular fees or premiums (ex ante) and 
would provide pre-specified (and temporary) capital infusions to all viable SSFls to 
help stabilize the broader financial sector in the midst of a crisis. I’ll return to this 
stabilization-fund proposal later in my testimony. 

• Foiuth and finally, we should develop an effective resolution mechanism - as I have 
mentioned - to ensme that no institution is seen as too big, or to systemic, to fail. 


The resolution authority must be sufficiently tough and credible so as not to create 
moral hazard. 

A resolution mechanism, placed witliin tlie broader regulatory program just described, 
would allow systemically dangerous financial firms to fail without the type of systemic 
damage a bankruptcy could create. However, as 1 mentioned in my introductory remarks, 
the resolution authority must not only prevent systemic damage, it must also avoid the 
darrger of moral hazard. 1 see two potential scerrarios in which a resolution mechanism 
could fail, leavirrg us with a de facto bailout policy - arrd tire associated moral hazard. 

First, in designing a resolution authority that would avoid the systemic damage 
errgendered by bankruptcy, we must take care rrot to build in so much support for claims 
against the failmg firm tlrat the resolutiorr is esserrtially a bailout itself If tire resolution 
process is not sufficiently tough - that is, if rt is tantamormt to a bailout - the market will 
still consider systemic firms government-guaranteed. Shareholders must be wiped out, 
and creditors must be converted into new shareholders (starting with the most junior 
creditors, and workmg up). Counterparties may requhe some protection, but even here 
there should be sigrrifrcant haircuts to avoid the perception of an implicit guarantee and 
the moral hazard that goes along with it. 
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Second, and most important, a resolution mechanism must be credible in order to 
eliminate implicit guarantees and reduce moral hazard. Market participants must believe 
tliat the mechanism will in fact be used to take down a failing financial firm, whether in 
normal times or hr times of financial turmoil, and that public officials will not instead 
(and at the last minute) resort to an ad hoc bailout. 

The problem is tliat in tlie event of a severe systemic disturbance tliat threatened to take 
down all (or at least many) of the nation’s largest financial firms simultaneously, it would 
probably not be either feasible or deshable for the government to put every major 
financial institution into receivership at the same time. Nor could it credibly make this 
tlireat ex ante. Consequently, the danger exists that if we faced a broad financial crisis, in 
which nmnerous SSFIs were at risk of collapse, public officials might feel compelled to 
circumvent the resolution mechanism by providing direct (and open-ended) financial 
support to these firms, to prevent them from failing. If market participants perceived this 
bailout option to be inevitable m a crisis, the resolution mechanism would be far less 
effective titan it should be m reducing (or, ideally, eliminating) implicit guai'antees and 
the associated moral hazard. 

As a result, while a resolution mechanism for SSFIs would play an important role in 
combating perceptions of “too big to fail,” we should prepare in advance for a situation in 
which a systemic disturbance leaves many such firms vulnerable at the same time. To 
address this problem, we should create a stabilization mechanism that would provide a 
strictly limited infusion of funds to all viable SSFIs at a time of severe systemic turmoil’ 
Such an infusion (which would likely involve the purchase of preferred shares) would be 
available only to pre-designated systemically significant firms and would be designed to 
stabilize fundamentally healthy institutions. Weaker firms, whose failure was deemed 
imminent, would not receive the infusion and would face resolution immediately. Firms 
tlrat received a capital mfusion but neared failme in any case would also be forced into 
resolution. 

In contrast to the cunent bailout approach, where open-ended government support is 
provided disproportionately to the weakest firms, the system described here wordd - in a 
crisis - separate SSFIs into two groups: strong firms, for which a limited (and temporary) 
capital infusion would be sufficient to ensure survival through the crisis; and weak firms 
where even the promise of a limited capital infusion would not be sufficient to ensure 


Specificall;-, I am recommending the creation of a stabilization fund for systemically significant 
financial institutions (SSFIs), which would require these firms to pay fees (or premiums) on an ongoing 
basis. At a moment of severe systemic turmoil - and only at such a moment - the fiind would have the 
authority to borrow' from the Treasury to undertake prc-spceificd (i.c., not open ended) capital infusions to 
all viable, pre-designated SSFIs, Once the crisis had passed, siirv'iving recipient firms w'ould be required 
to repurchase the government shares from the stabilization fund, and the fund w'oiild then repay the 
Trcasuiy. Any losses to the fund would be covered by the previously collected fees (premiums). Tlicsc 
fees might also be used to finance resolution operations, as necessary'. 


David Moss - Testimony - 10/22/09 


4 



103 


survival. Under the proposed system, strong firms would be stabilized until the turmoil 
dissipated, whereas weak firms on the verge of failure would be credibly forced into the 
resolution mecliaiiism. 

Importantly, the proposed stabilization fund would not create a new guarantee. Rather, it 
would transform an open-ended implicit guarantee, which already exists (and is by far the 
most dangerous kind of guarantee), into tlie possibility of explicit support that was well- 
defined, carefully limited in scope, effectively funded through premiums or fees, and 
reserved only for rare moments of systemic turmoil. In the period after the systemic 
disturbance, all surviving SSFIs would be required to repay the federal government (most 
likely by repurchashig the prefeired shai'es that the government had acquired). 
Consequently, the only loss to tlie fund would be tlie amount provided to finns tliat 
ulthnately failed, despite receiving stabilization assistance. This loss would be covered 
by fees (or premiums) paid into the fund by all SSFIs, ex ante. 

Such a system would ensure that resolution remained a credible option for taking down 
systemically significant financial institutions, even in the midst of a severe financial 
crisis."* 


Conclusion 

Particularly given the string of bailouts that we just lived through, it is critically 
important that we develop a credible resolution mechanism for dealing with systemically 
significant financial firms in the future. No private entity should ever be “too big to fail.” 
However, it is also essential not to deceive ourselves by creating a resolution mechanism 
tliat looks good on the surface but would hi fact fail to reduce tlie implicit guarantee that 
these institutions now enjoy - either because the mechanism was so weak as to constitute 
a de facto bailout, or because it was not credible, with market paificipants doubtful that it 
would be used in a crisis. In either case, the mifortunate result would be a virtual 
continuation of the current policy of “too big to fail” and the severe moral hazard tliat 
goes along with it. 


Proponents of a resolution mechanism for SSFIs commonly put fortli as a model the FDIC's resolution 
process for commercial banks, which is widely regarded as effective. It is worth remembering, however, 
that the FDIC resolution process is part of a broader program of bank supen ision that includes not only 
pmdential regulation but also federal deposit insurance. Without the insurance component, officials at the 
FDIC might be reluctant to put a large bank into receivership, lest depositors at other banks become 
nerv'ous and commence bank mns or even start a general panic. Just as FDIC's resolution process for 
commercial banks would be far less effective (and credible) without the existence of federal deposit 
insurance, so too a new resolution process for SSFIs would be LUilikcly to be vciy effective (or credible) 
w ithout the existence of a stabilization fiind. 
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For the resolution mechanism to be effective, the process of winding up a financial firm 
must be streamlined and the receiver must have some discretion to avoid triggering 
systemic losses; but the process must never coddle the creditors, counterparties, or 
management of failing financial firms simply because those firms are systemically 
significant. To be credible, the resolution mechanism must be accompanied by a 
stabilization fund to safeguard shong financial institutions in times of crisis and to allow 
tlie weak ones to be put into resolution. Together witli heightened prudential regulation 
of systemically significant financial firms (to reduce the risk of failure), a stabilization 
fimd and a resolution authority would enable the government to credibly take down weak 
institutions, preserve str onger ones, and dramatically reduce the problem of moral hazard 
by rendering obsolete the existing policy of “too big to fail.” 
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Mr. Cohen. Thank you. And we will come back and hopefully 
have time for discussion. 

We are going to go to Professor Sagers next because Mr. Miller 
has let us know his thoughts and participated in the colloquy that 
we previously had. Professor Sagers practiced law for 5 years in 



105 


D.C. at Arnold & Porter and Shea & Gardner, involved in large- 
scale litigation, public policy matters, and different issues of com- 
mercial affairs. 

Professor Sagers, your thoughts and opinions? 

TESTIMONY OF CHRISTOPHER SAGERS, 
CLEVELAND-MARSHALL COLLEGE OF LAW 

Mr. Sagers. Thank you very much, Mr. Chairman. It is my great 
privilege to be here. 

I am more than happy to scrap my prepared statement because 
I think that I can be of use here in precisely one way, which is to 
answer Chairman Conyers’ specific question, does the bill change 
existing antitrust law with respect to these entities? And I can give 
a yes or no answer. I have the disability of also being a lawyer, so 
I would like to expand on it a little bit if I could, but the simple 
answer is yes, it does change existing law. 

In deference to Secretary Barr and Mr. Krimminger, I gather 
they are not antitrust lawyers primarily, and in drafting the bill 
and preparing their testimonies they were advised by antitrust 
counsel, and in their defense they gave answers which were not lit- 
erally false. There is an existing — and I don’t mean to cast any as- 
persion there [Laughter.] 

Mr. Cohen. Criminal defense lawyer? [Laughter.] 

Mr. Sagers. The short answer — a short way of saying what is 
really a very complicated answer — is that it is true that bank 
merger review has always existed as something of a special case 
under our antitrust merger review system. And it is also true, as 
they testified, that that system contains a series of emergency safe- 
ty valves that can make the process go really fast if the banking 
regulators decide that one of the banks is in danger of failure. 

I think we need to beware — I do want to say, by the way, that 
there is one significant change. There is one technical legal change 
made to the law that really is potentially breathtaking. But even 
before getting to that, it is a bit misleading to say that we have 
addressed competition concerns because we just incorporate anti- 
trust law that we have always had for bank failures. 

The antitrust law that we have always had for bank failures is 
extremely problematic. It has never ever incorporated any concern 
for systemic risk; it has repeatedly approved the merger of im- 
mense banking institutions and conglomerate financial institutions 
even over strenuous objections about the increase in systemic risk 
that is being caused. 

And I don’t think that — even if that system weren’t put into an 
incredibly rushed procedural framework under this bill, as it will 
be, it wouldn’t — that existing system of bank merger law wouldn’t 
be very well designed to handle the competitive risks, which are 
both systemic risks and also the more traditional competitive risks 
that we deal with in merger law. That system wouldn’t be very 
well set up to deal with mergers of entities of this immense mag- 
nitude. 

All right. That is all in answer to the question whether existing 
bank merger law is really adequate to deal with these problems 
even if it is not going to be changed by the bill. In one important 
respect existing bank merger law is changed by this bill, and that 
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is that the bank holding companies that can be subject to the reso- 
lution authority under this bill include “financial holding compa- 
nies” — that is, those businesses that are allowed to own both banks 
and other financial businesses. 

It is clear under the bill that if one of these resolution actions 
is undertaken and an entire financial holding company or big 
pieces of it are given away — sold, rather; they wouldn’t be given 
away but sold to other large competitors — there will be merger re- 
view, and moreover, the non-banking piece of any financial holding 
company that is taken into receivership, that transfer of that piece 
will be reviewed not under bank merger law, but under the Hart- 
Scott-Rodino Act, or as the familiar, more normal review of anti- 
trust merger review. 

And that is how it would happen under existing law, except that 
this bill provides that that non-banking piece of the financial hold- 
ing company that is to be transferred to a competitor, possibly a 
really big competitor with a lot of market share, that transfer will 
be judged under the Hart-Scott-Rodino Act, just exactly as it would 
under existing law, except that the antitrust agencies won’t be al- 
lowed to make the so-called second request for additional informa- 
tion, they won’t be allowed to request any extension of time for re- 
viewing the merger. 

So what we are basically going to have is transactions involving 
transfers of truly the largest non-banking financial institutions re- 
viewed by DOJ or FTC under extremely tight time constraints and 
with very limited information, and those agencies are either going 
to be forced to rubber stamp these transactions or just challenge 
all of them so that they can get them stopped and the courts can 
review them. So the testimony that was given is, to some extent, 
incorrect and I think quite misleading. 

[The prepared statement of Mr. Sagers follows:] 
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Chairman Cohen and members of the Subcommittee, my name is Chris Sagers and I 
am a professor of law at Cleveland State University in Cleveland, Ohio. With my 
gratitude 1 am pleased to offer these thoughts on antitrust aspects of the Administration’s 


proposed financial regulatory refonns. I applaud the emphasis that Judiciary 
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Subcommittees have given this year to antitrust issues, because I believe that our 
competition policy is in need of attention.* 

At the request of Subcommittee counsel, my testimony will concern Title XTT of the 
Administration’s financial regulatory reform package, entitled The Resolution Authority 
for Large, Interconnected Financial Companies Act of 2009 (“Acf’). I have been asked 
to address the explicit ways in which the Act modifies the antitrust laws, and such other 
consequences it might have on antitrust through the “implicit repeal” doctrine or 
otherwise. I have studied the law of antitrust exemptions and immunities throughout my 
career. I was co-author, with Peter Carstensen of the University of Wisconsin, of the 
American Bar Association’s book 1‘ederal Statutory ICxemptions from Antitrust Law 
(2007), and Professor Carstensen and T were called for testimony on exemptions issues 
before the Antitrust Modernization Commission (“AMC”) in 2006. I have also published 
articles concerning statutory exemptions in the ocean shipping, airline and railroad 
industries, as well as judicially created antitrust exemptions like the I’arker and Noerr- 
Pennington doctrines. 

Summary 

If there is a criticism of the Act itself, from the perspective of competition policy, it is 
merely that it preserves our Byzantine, idiosyncratic and dubious system of bank merger 
law. The sense of general disappointment in this system was captured in the thoughts of 
an eminent banking scholar at a recent Symposium: 

What I have seen since [in the last fifteen years] is that the number one 
bank in the country will merge with the number five bank in the country 


' 1 do not represent any patty with any interest in tliis matter. 1 have received no compensation in 
comicction with my testimony, I appear here at my own expense, and tlie views expressed are my own. I 
submit this testimony at the request of counsel for the Subcormnittee. 
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and create a multi-state institution, with billions of dollars in assets, and if 
it is found to violate the antitrust laws, the solution is to knock off half a 
dozen branches in the Peoria area or something like that, which makes me 
wonder: Do we really have an effective law of antitrust for banks?^ 

But indeed the Act not only preserves this system, it does so in a context in which 
concerns for competition seem more acutely needed than in other bank regulatory 
contexts. The transactions to take place under the Act that would raise antitrust concerns 
will almost hy definition involve the largest entities, within markets that are already the 
most concentrated and interdependent (since, by definition, they will involve systemically 
significant entities), and they will at least sometimes result in making those entities even 
bigger. In fact, the Act manages in at least one case to make the system of bank merger 
review even more hasty and less careful. 

Possibly it will seem unfair to criticize the Administration for failure in this narrowly 
tailored, special purpose bill to revise the general law of bank merger review. But the 
larger criticism is that neither the Act nor the rest of the Administration’s financial 
regulatory reform package appears to conceive of competition itself as any part of the 
solution, or seeks meaningfully to constrain the breathtaking consolidation that has been 
the salient feature of financial institutions markets since the 1980s. This particular Act 
simply takes entities that are Too Big To Fail (“TBTF”) as a given or a necessary evil. 

Admittedly, in this particular context — the search for better regulatory solutions to 
financial sector problems — competition could not fix some persistent and difficult 
problems. On the one hand, as to some financial products price competition is already 
fierce and yet those markets are rife with problems needing regulatory attention. And on 

■ Panel Discussion I: The Development of Bank Merger Law, Symposium: The Antitrust Aspects of 
Bank Mergers, 13 Fordham J. Corp. & Fin. L. 5 i i, 512 (2008) (comments of Professor Carl Fclscnfcld, 
FordhaniLaw School). 
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the other hand, even where price competition is not healthy, merely improving it will not 
solve all the problems they present. And yet, as it will be my goal to show, competition 
in the financial sector, along with reinvigorated regulatory oversight, must be a 
component of policy. It is needed to generate efficiency, encourage innovation and 
product quality, and to reduce risk. 

Competition and the encouragement of deconcentration could in reasonable, easy to 
imagine ways be made part of a solution to TBTF dilemmas. In fact, the 
Administration’s reform package happens quietly to include one important step in that 
direction. Another Title of the package contemplates that regulators will from time to 
time designate systemically significant firms as “Tier I Financial Flolding Company,” a 
step that would subject those firms to enhanced (and more costly) prudential oversight. 
The drafters observe that in addition to the hoped-for risk reduction, this designation will 
have the effect of “compel [ling] these Finns to internalize the costs they could impose on 
society in the event of failure.”’ But the more important benefit is that by creating and 
actually using this designation, the government will raise the costs of bigness itself In 
this particular conte.xt opposition to bigness in and of itself is not just knee-jerking 
populism, and rather goes to the central problem of the current financial crisis. 

Analysis 

1. Specifics of the Pending Legislation and 
Their Relation to Enistiiia Bank Merger Law 

The Act contemplates that the Secretary of the Treasury will, when certain specified 
exigencies arise, determine that the default of a bank holding company (“BHC”) would 


^ Dep’t of the Treasury, Fin.ancial Reglilatory Reform: A new Foundation: Rebliilding 
Finance'll Supervision .andRegll.vi'ion 20 (2009) [hereinafter "Tre.vsury Repor'E’J. 
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pose systemic consequences."^ Upon that finding the Secretary may invoke either of two 
federal corrective measures, one of which is to place the BHC under the control of a 
federal conserv^ator or receiver." The conservator/receiver would then hold a number of 
powers to resolve the BHC’s crisis, among them being to merge the BHC with another 
company or transfer any of its assets.^ There lie the Act’s antitrust consequences. 
Mergers of BHCs and transfers of their assets are subject to Clayton Act § 7, which 
prohibits mergers and acquisitions whose effect “may be substantially to lessen 
competition, or to tend to create a monopoly,” 15 U.S.C. § 18,^ and also to a complex 
series of special statutory rules that require a pre-transaction review process that roughly 
mirrors the Hart-Scott-Rodino (“HSR”) process. BHC transactions are ordinarily exempt 
from HSR filing, though in some cases they are not.^ 


BHCs arc primarilv governed by Uic Bank Holding Company Act, 12 U.S.C. §§ 1841-50, A BHC is 
a corporation, partnership, or other entity' that holds control of one or more banks, and ordinarily is 
permitted to engage only in banking or activities lliaL arc closely related to banking, like some limilcd 
securities and insurance worl<. Only a company that complies with the terms of the Bank Holding 
Company Act may own conU’ol of a bank, and it must first seek approval of Uie Federal Resen e Board 
before it may do so. See I2U.S.C. §§ 1841(a), 1842, 1843. Xee geHera//y Cart, Banking 

Rfgula'hon in tiilUnitfd S ta’I'cs (2004). 

■' In cases in which the BHCs largest subsidiary is a securities firm, the conservyator/receiver will be 
the Securities and Excliange Coimnission CSEC). Act at § 1202(1). In oilier cases, it will be the Federal 
Deposit Insurance Corporation (‘TDTC')- See id. at § 1204(b). The other corrective measure provided for 
under the Act is that, w hether or not a conser\Nator/receiver is appointed. FDIC may make loans or provide 
other assistance to tlie BHC. Id. at § 1204(a). 

First, the conser\yator/receiver may cause the seized company to be merged into another or may 
transfer any of its assets. See id. at § 1209(a)(l)(G)(i). Second, the conscrv'ator/receiA'cr may create a 
“bridge bank holding company.'’ which would be a temporary, federally chartered corporation fully 
controlled by the conscn ator/rccch cr, to which to transfer the assets of a seized entity'. Follow ing creation 
of the bridge BHC, either the entire company or its assets would be transferred to their ultimate owner. See 
id. alj 1209(h). 

There was actually uncertainty on this point during the first half of the twentieth century, but it w as 
resolved by die seminal decision in United Stales v. Plula. Nat’l Bank, 374 U.S. 321 (1963). Philadelphia 
National Bank, which remains a fundamental decision in merger law generally, established that bank 
mergers are subject to Clayton Act § 7, even if they liave been previously approved by a federal banking 
regulator. See generally 'Qcm.md ShuU. The Origins of Antitrust in Banking: An Historical Perspective, 41 
Antitrust Bull. 255.260-75 (1996). 

^ See generally Section of Antitrust Law. Am. Bar Ass’n. Bank Mergers and Acquisitions 
H.anduookI-12 (2006)[hereiiiafter "B/VNK Merger Handbook”]; Yvoime S. Quimi, Practical Aspects of 
Defending Bank Mergers Before the Federal Reserve Board and the Department of Justice, 62 Antitrust 
L. J. 91 (1994). 
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The Act deals with these antitrust issues in two explicit, identical provisions. 
Presumably, they were included simply to make clear that antitrust continues to apply to 
the conservator/receiver’s remedial actions, even though they are ordered by the federal 
government. For the most part these provisions preserve the existing system of bank 
merger review, and indeed they are written in such a way as mainly just to reference that 
system obliquely. Existing bank merger law requires that BHC mergers and significant 
acquisitions cannot proceed until the parties seek permission to the appropriate federal 
banldng regulator.^ The responsible bank regulator must request and consider the views 
of both the Justice Department (“DOJ”) and the other bank regulatory agencies as to 
competitive issues. They prepare their opinions under a process that largely tracks the 
analysis that the antitrust enforcement agencies perform in HSR review, though with one 
significant substantive difference: regulators can approve an otherwise illegally 
anticompetitive bank merger if they find its competitive costs to be “clearly outweighed 
in the public interest by the probable effect of the transaction in meeting the convenience 
and needs of the community to be served.”*'’ In any case, this system of bank merger 
rules contains a series of saftey-valve provisions, which allow the responsible bank 


® Tlie identification of the appropriate regulator is itself a complex little statutory problem. It will most 
often be the Federal Rescrrc Board, as it is given aiithoriw over aeqiiisitions by BHCs of any bank, 12 
U .S.C. § 1 842, as well as most acquisitions by state bank members of the federal reserve system, id. at § 
1828(c)(2)(B). But if the acquiror is a national bank or a District of Columbia ban the regulator is the 
Office of the Comptroller of the Ctirrency; if the acquiror is either a state bank that is federally insured by 
not a member of the federal lescrvc system, or Is any federal insuied bank llial seeks to acquire a non- 
insured entity, the regtilator is the Federal Deposit Insurance Corporation; and if the acquiror is a thrift the 
legulator is the Office of flirift Supervision. Id. at § 1828(c)(2). 

Technically, the particular rales that apply to any given bank merger or acquisition depend on exactly 
w liat is being transferred and to w hom. Because consetvator/receiver remedial actions might both cause 
tlic merger of an cntiie BHC or merely the transfer of some of its assets, a given case under tlic Act might 
inv olve a merger of two BHCs or the transfer of bank or banking related assets to anohter BHC or to a 
financial holding company. In each case the appointed legulator could be different, and the precise rules 
tliat apply could vary. But overall the same substantive standard would apply, and the overall process 
would be rouglily the same. 

12 U.S.C. § 1828(c)(5)(B). 
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regulator to speed up the approval process substantially, and even to exclude antitrust 
review entirely, where it finds there to be a risk of imminent failure of one of the banks. 

The Act’s approach to competition review is to provide that this whole process of 
merger review will occur as it ordinarily would, except that the Act automatically triggers 
all the emergency time period provisions, and it also makes one potentially significant 
modification. The Act’s two, identical antitrust provisions provide that: 

(1) Tf a conservator/receiver transaction “requires approval by a Federal 
agency,” then it cannot be consummated before the 5th calendar day 
after the approval is made. 

(2) Where such an approval requires a “report on competitive factors,” 
then DOJ must be notified “promptly,” and DOJ must then provide the 
report within 1 0 days of the request. 

(3) If a transaction requires an HSR filing, then the antitrust review agency 
must make its determination within 30 days after receipt of the filing, 
and it may not seek any extension of time or make any “second 
requesf’ for additional information. 

(4) Tf the Treasury Secretary and Federal Reserve Chairman determine that 
a conservator/receiver transaction must proceed “immediately,” in 
order “to prevent the [BHC’s] probable failure,” then no regulatory 
approvals or antitrust review are required at all and it may 
consummate with no delay. 

See Act § 1209(a)(l)(G)(ii); § 1209(h)(10). The one apparent modification of existing 
law is in item number 4. At present, where some component of a bank merger 
transaction is subject to HSR review," that review proceeds according the ordinary rules 
applied under HSR. Therefore, the reviewing agency would be free to make a “second 
requesf’ for information in addition to information supplied with the HSR form, and 
thereby trigger an additional time period under which to continue review of the 
transaction. 


' ' As can be the case when a financial holding company is involved tliat owns some non-banking asset, 
as well as banking assets. 
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An important aspect of existing bank merger law — which has consequences both for 
the process of review and for the substantive standards applied — is that there has been a 
substantial amount of interagency coordination to make bank merger review work. Much 
of this was necessary because bank merger law read literally, would allow approval of 
mergers under time frames that could be extremely burdensome for DOJ. There is also 
plenty of room in the law for what could have been disruptive substantive conflicts 
among the agencies, and indeed disagreements arose between DOJ and the banking 
regulators in the early 1960s, almost as soon as the present bank merger review 
framework was put in place. The consequence has been certain fonnal agreements 
among DOJ and the banking regulators,” as well as informal norms, like the common 
practice of merging parties of providing DOJ with their application materials well before 
the banking regulator is legally required to do so.” 

Why exactly this special system of bank merger review persists is a bit of a mystery. 
Tt has long been clear that, for reasons of its own, “Congress . . . has determined to deal 
with banking in a manner different from other forms of ‘commerce . . . .’ ”” Banking 
thus remains one of only four industries in which the antitrust enforcement agencies must 
share merger review with an industry-specific regulator,” and is virtually unique in that 
anticompetitive mergers can be approved on a finding of “public interest.” But the 


See Shull, supra note 7, at 274. 

See U.S. Dep’t OF JUSTICE, Bank Merger Competitive Review — Introduction .and 
Ovfrview(2()()()) [hereinafter ‘DOJ review Poi,icy"J (a document initially agreed to among DOJ and the 
banking regulators in 1995, wliicli governs both llic process and substantive standards applicable to Qie 
review). 

See Qiiimi, supra note 8, at 93-94. 

^ Adolph A. Berle, Jr., Banking Under the Antitrust Laws, 49 COLUM. L. REV. 589. 590 (1949). 

See Anttirlist' Moderniz.at'ion Commission, Report and Reco.vi.viend.at'ions 363-64 (2007) 
[hereinafter “AMC Report”]. The others are eertain aspeets of eleetricitvc in vvliich merger review is 
sliared with tlie Federal Energy Regulatory Conunission, teleconmiunications, in wliich merger review is 
shared witli tlic Federal Communieations Commission, and tlic special case of tlic railroads, in wliich 
mergers are subject solely to review by tlie Surface Transportation Board. See id. 
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explanation exactly why that should be has changed over time and is not at the moment 
particularly persuasive. During the nineteenth century and the early part of the twentieth 
banking policy was dominated by explicit “destructive competition” arguments, of the 
sort that at one time supported broad antitrust exemptions and invasive economic 
regulation in sectors throughout the economy, including transportation, communications, 
utilities, insurance, and banking. (Those arguments are now largely dead, as applied to 
any industry other than one that can credibly claim natural monopoly effects, and for this 
reason much of the U.S. economy has been deregulated since the 1970s.) But by the time 
the bank merger review legislation was initially adopted, between 1956 and 1966, 
Congress’s overriding concern was the alarming growth in (for the times) very large bank 
holding companies. At that time, there remained substantial doubt that bank mergers 
could be subject to Clayton Act § 7, even under the recent Celler-Kefauver amendment of 
1950,*^ and banking law also imposed much more severe limits on the extent to which 
banks could compete with each other.'* In other words, the law was originally set up to 
impose more competitive discipline on bank mergers than was thought to be available. 
Now, however, it imposes less invasive (or at least more rushed and less infonnation- 
intense) review than might be available were banks and BHCs simply subject to the same 
rules as the rest of American industry. To the extent that this persistent difference in 
treatment has any theoretical foundation, it is different than the one that originally 
underlay bank merger law. It now appears to be justified by some sense that banks need 
special protection from competition policy, because their failures are damaging to 
communities and impose taxpayer costs through the deposit insurance system. In other 

' ' See infra note 35. 

See infra note 21-22. 
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words, to the extent that bank merger review law has any current justification, it has 
reverted to the old fear of destructive competition. “ 

11. Competitive Consequences of the Legislation 
A. Competition in the Financial Sector 

Competitiveness in the financial sector is important, and in that special conte.xt it 
plays two distinct roles. First, these markets’ lack of “competitiveness,” in the sense that 
they lack numerous competitors, has been a key contributor to the increase in wolrd-wide 
systemic financial risk. The fewer financial institutions there are, given their growing 
interconnectedness, the more likely that failure of one of them will pull down many 
others.^” Second, competition is the only discipline for price and output of the many 
products and services financial institutions provide so that our system of savings, 
investment and corporate finance works. 

On any measure, U.S. financial markets have transfonned completely since the early 
1970s. There is little doubt that the transformation is irreversible.^' Change began most 
prominently with deregulatory steps in the 1970s that were designed to remove regulatory 
barriers to competition in banking and securities, which caused them to lose access to 
traditional sources of legally protected, supra-competitive revenues. Insurance companies 
began to face similar pressures as well.^^ Then, throughout the 1980s and 1990s, 


See Shull, supra note 7; Lawrence J. Wllite. Banking, Mergers, and Antitrust: Historical 
Perspectives, and the Research Tasks Ahead, 41 Antitrt.'ST Bui.l,. 323 (1996). 

See generally Arlliur E. Wiliiiarlli. Jr., The Transjormalion of the U.S. Financial Services Industry, 
1975-2000: Competition, Consolidation, and Increased Risks, 2002 U. Il.l.. L. Rfv. 215, 316-17. 

See, e.g., Shull supra note 7, at 257 (so arguing). 

"" The major step in banking was to lift rules that set ver>- low maximum interest rates for deposits. 
This was accomplished by repeal of tlie Federal Reserve Board’s Regulation Q in tlie 1980s. In the 
scemitics industrv- the most important dcregulatoiy' step was in 1975, wficn congressionally mandated SEC 
action finally proliibited the centuries old practice of stock excliange members of fixing the brokerage 
conmiissions tlicy charged their clients for executing sccmitics trades. The Securities and Exchange 
Conuiiission prohibited fixed conmiissions on May 1, 1975 by adopting its Rule 19b-3, 17 C.F.R. § 
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regulators gradually loosened restraints on the lines of business in which traditional 
financial institutions could engage. Geographical restraints on banking were loosened as 
well, and interstate branching was generally authorized by Congress in 1994.” The 
crowning event so far has been the adoption of the Gramm-Leach-Bliley Act (“GLB”)^^* 
in 1999, which finally permitted banking businesses to branch into unrestricted securities 
and insurance businesses. Though we may tend to forget it now, arguments supporting 
all of these regulatory changes were framed relentlessly in the language of competition, 
and indeed one early version of the GLB bill actually bore as its formal short name the 
Financial Services Competition Act.^’ 

However, while the increased competition that resulted from these reforms should 
have been and for a time was fairly unequivocally pro-consumer, it also caused certain 
unforeseen consequences. The loss of legally protected sources of excess profits caused 
the traditional institutions to invade one another’s geographic and line-of-business 
territories in search of new revenues. But this new competitiveness also set off a mad 
scramble of consolidation, which has generally been seen as an effort to stave off 
competitive inroads.^'’ Thus we have seen waves of consolidation in banking and other 


24().19b-3. In insurance the problem was that changing interest rates and the growing availabiliw of 
competing consumer investment produets eaused eonsumers to lose interest in traditional life insuranee. As 
to all these changes, see generally Wilmarth. supra note 18. 

^ ’ Intcrcstatc branching w as authorized in the Ricglc-Ncal Interstate Banking and Branching Efficiency 
Act of 1994, Pub. L. No. 103-328, 108 Stat. 2338 (Sept. 29. 1994) (codified in scattered sections of 12 
U.S.C.). The Ricglc-Ncal Act permitted states to ‘Apt out” of the Act in several respects, but most did not 
do so. For the most part, BHCs are free to hold banks in multiple states and individual banks are free to 
engage in interstate brancliing. 

'■*14*. L. 106-102. 113 Stat. 1338 (Nov. 12. 1999), now codified at scattered provisions of U.S. Code. 

Financial Sendees Competition Act of 1997, H.R. 10, lOdtli Cong., 1st Sess. (Jan. 7, 1997) 
(cmpliasis added). 

As for the competition rhetoric tliat always surrounded the bill, see for example H.R. Rrp. No. 106-434 
(1999) (conference report); S. Rep. No. 106-44 (1999) (committee report accomanying bill that would be 
enacted as Granmi-Leach-Bliley Act); H.R. Rep. No. 105-164 (1997) (committee report accompamdng 
H.R. to, 105th Cong., 1st Sess. (1997)). 

See sources cited at n. 38, infra. 
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financial markets since the early 1980s that, from the aggregate national perspective, has 
increased concentration substantially. Indeed, a large wave of mergers during the 1990s 
involved a whole series of bank and financial institution combinations each of which was 
the single largest merger of its kind to date.^^ 

One salient trait of this merger wave has been that the larger mergers, and especially 
the very large mergers of financial conglomerates, have had disappointing economic 
results.^* In part this reflects what appear simply to be significant scale and scope 
diseconomies in bank operation beyond a certain size.^^ Much of this failure among the 
larger conglomerate mergers also has resulted from the mistaken prediction of consumer 
enthusiasm for “one-stop shopping” in financial products.’” There is no serious doubt 
that — since the claimed efficiencies probably aren’t the real goal of these mergers — some 
part of the motivation has been the self-interest of managers, who among other things 
seek the implicit federal subsidy of TBTF status.’* 

As a result of this period of consolidation, the financial sector has come to have an 
essentially two-tiered structure. Banking for consumers and small to mid-size businesses 
remains a predominantly local affair, engaged in by smaller and regional banks, and to a 
lesser extent by branches of larger banks. But large scale banking — major commercial 
loans, loan syndications, mass-marketed commodity products like credit cards and 
mortgages — is mainly now the domain of very large banks. Moreover, there remains a 
two-tiered aspect to bank concentration. While aggregate concentration in banking — the 

^ See Robert Kramer, Speech Before the Section of Antitrust Law, American Bar Association, “Mega 
Mergers'’ in the Banidng Industry (April 14. 1999); Stephen A. Rhoades. Competition and Bank Mergers: 
Directions for Analysis Cram Available Evidence, 41 AN'rrt'RUSTBLLL. 339 (1996). 

Wilmarth supra note 18, at 272-79. 

“^Wilmartli, supra note 18, at 279-81. 

See Wilmartlr, supra note 18, at 432. 

See Rhoades, supra note 25, at 340-41; Wilmarth supra note 18. 
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number of entities representing banking business nationally — has increased dramatically 
during the period of transformation, concentration in local banking markets has remained 
relatively constant throughout that period.” That, though, is not necessarily cause for 
much optimism, as it also seems widely acknowledged that local banking has always 
been subject to some concentration and is prone to some market power. Concentration 
is also prevalent in other sectors, as among investment banks and securities dealers, and 
the immense global duopoly that now dominates the credit rating business.^^ 

On top of this evidence concerning concentration, there also remains persistent 
evidence of serious, collusive anticompetitive conduct among financial institutions. Prior 
to 1 944, when it was made clear that banks could be subject to U.S. antitrust law,*'’ banks 
engaged in open and extensive price-fixing as to deposit rates, and even thereafter they 
apparently did not work hard to conceal price-fixing until well into the 1960s.^^ Other 
financial markets have been rife with collusion as well. Indeed, the New York Stock 
Exchange (“NYSE”) is generally said to find its origin in a naked horizontal price-fixing 
conspiracy, and throughout its history it was governed by a series of explicit (and for the 
most part legally protected) price and output restraints, which were enforced by 


See Shull, supra note 7, at 257. 

See Shull, supra note 7. As to market power in local banking markets, see Wilmarth, supra note 18, 
at 293-.l()(). Interestingly, the one isolated context in which short-term stock price improves for both an 
acquiring and a target bank in large bank mergers, and tliat is where the two banks previously competed in 
the same geographic markets. Id. at 293 

See generally FR.4NK P.4RTNOY, INFECTIOUS GREED: How DECEIT .VND Risk Corrupted the 
Fin.vnci.vt, M.xrkets (2002). 

See Thomas J. Filzpalrick, IV & Cluis Sagers, Faith-Based Financial Regulation: A Primer on 
Oversight of Credit Rating Organization.^. 61 Admin. L. Rev. 557 (2009). 

During the lOth century the Supreme Court liad held that tire business of msutance was not within 
“interstate commerce” for purposes of tire Coimiicrcc Clause jurisdiction of Congress, Paul v. Virguiia, 75 
U.S. 168 (1868), and it widely was presumed tliat other financial businesses were not, either. Tlie Court 
reversed this rule as to insurance in United States v. S.E. Undenvriters Asshi, 322 U.S. 533 (1944). and, 
again it was presumed tliat tire reversal would be effective as to other frnancial businesses as well. See 
Shtrll, supra note 7, at 260-63. 

“ ' See Shull, .mpra note 7, at 263. 
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horizontal boycotts. In more recent times anticompetitive conspiracies have been more 
secretive, of course, but major conspiracies plainly persist in the financial sector, like the 
spectacular rings of fraud and collusion among Wall Street firms broken up by the New 
Y ork Attorney General during the past 15 years.^* 

Still, having said all that, assessing the price competitiveness of financial product 
markets is complex. Traditional banking products — taking deposits and making loans — 
is fairly prone to market power wherever concentration increases. Entry is thought to be 
difficult not only because it requires regulatory approval, but because traditional banking 
involves a “relational” aspect under which consumers smaller business clients value long- 
term relationships and personal attention.’^ However, some financial products have come 
to be effectively commodity-like, in that they can be mass-marketed directly to 
consumers. Examples include mortgages, consumer loans, and credit cards. It is thought 
that because the products can be sold at low cost and entry is easy, price competition as to 
these products tends to be fierce. Thus, the core business of smaller banks is thought by 
many — including DOJ and the bank regulators — to be much less competitive than the 
core businesses of very large banks and financial conglomerates. But, as will be 
explained below, this narrow focus on specific products — which happens to guide current 
bank merger law — may be importantly incomplete. 

B. Consequences of Conservator/Receiver Transactions Under the Act 

However infrequently the government might use its new powers under the Act, any 
government remedy that causes yet further concentration in these already highly 

See generally JoiiL SruGMAN, Tnr Transior.mation or WiVLL Sirert: A History oi' riir 
Securities .and Exchange Commission and Modern Corporate Fin.ance (2d cd. 1995); Hans R. 
Stoll, Reollation ot' Securittes Markets: An Examin.atton oe the Eteects ot' Incrl.vsld 
Competition (1979); Wilmarth, supra note 18. 

See Wilinartli. supra note 18. 
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concentrated markets should be taken as a grave matter. Indeed, conservator/receiver 
transactions under the Act will normally involve transactions in which, at least at the 
national aggregate level, concentration issues are particularly acute. Virtually by 
definition they will involve the largest entities in already concentrated, interconnected 
markets, because by definition those entities will be system! cally significant. 

Because the Act deals with competitive issues by simply incorporating existing bank 
merger law, assessment begins with the existing system. Criticism of that system has 
been extensive. It has focused in large part on the substantive standard the regulators 
follow, first formulated during the sharp narrowing of antitrust enforcement of the 1980s 
and ultimately codified by agreement among DOJ and the bank regulatory agencies in 
1995.“" While nominally that standard is more or less the same ordinarily applied under 
Clayton Act § 7 and HSR, DOJ and the bank regulators have decided that the only 
serious competitive issues in bank mergers concern the credit needs of small and mid- 
sized businesses. In the regulators’ view both consumers and large business have 
sufficient alternatives for their needs that consolidation in those areas simply will not 
restrict competition. 

Accordingly — while in and of itself this fact is not a criticism — DOJ’s actual 
enforcement of antitrust against bank mergers is vanishingly slight. DOJ has not 
formally challenged a bank merger since 1993, and on average it requests divestiture 


[Peter C. CarsLcnsen, A Time to Return to Competition Goats in Banking Policy and Antitrust 
enforcement: A Memorandum to the Antitrust Division, 41 Antitrust Bi.tt.t.. 489 (1996); Peter C. 
Carstensen, Restricting the Power to Promote Competition in Banking: A PooUsh Consistency Among the 
Circuits, 1983 Duke L. J. 580; Felsenfeld, supra note 2: Margaret E. Guerin-Calvert, Current Merger 
Policy: Banking and AIM Network Mergers, 41 Anittrlisi' Blill. 289 (1996); See generally AMC 
Report, supra note 16, , at 363-64 (critieizing all statutory' limits on merger review in regulated industries, 
calling for fidl application of Clayton Act § 7 and the HSR to all such mergers, and calling for full 
competition review authorily' as to such mergers to be returned to die antitmst enforcement agencies). 

That policy' is contained in DOJ Review PoEiCY.,sw/)ra note 13. 
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concessions in only about one out of the 1000 or more bank mergers it reviews each 
year/^^ Somewhat more directly in critique of the agencies’ approach is the poor 
economic performance of most of the large bank mergers and especially the super-sized 
conglomerate mergers that they approve. That performance is important because a 
guiding premise of bank merger law has been the conviction that larger banks, other 
things equal, are more economically efficient and desirable than small ones. That is, the 
currently very permissive approach effectively begins with a strong presumption that 
mergers will be efficiency enhancing. In quite a lot of these mergers that premise is 
evidently false, and there being no pro-competitive motive for these transactions the 
question remains what their other motives might be and whether they should have 
relevance to an antitrust policy. 

Indeed, while large bank and financial Institution mergers tend not to produce 
anything good for the economy, they do appear to give merging parties some market 
power.'” This may be true not only as a consequence of immediate increase in 
concentration in those local markets to which the current merger review policy is 
calibrated. As my collaborator Peter Carstensen has frequently pointed out, there may be 
significant constraints associated with the fact that local branches in a given market are 
acquired by a national firm, even if the acquisition does not cause any substantial, 
immediate change in concentration there. Moreover, it is now widely accepted in the 
industrial organization literature that finns that experience multiple contacts — firms that 
compete in many markets, and face each other in more than one — are more prone to 

Gregory' J. Werden, Perceptions of the Pinure of Bank Merger Antitrust: Local Areas Will Remain 
Relevant Markets, 13 FORDH,VM J. CoRP. & Fin. L. 581. 582 (2008) (reviewing iceords of DOJ bank merger 
reviews). 

See supra note 3 1 . 

See Carstensen. supra note 38. 
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oligopolistic interdependence than might otherwise be thought to be the case on the basis 
of concentration levels alone. 

But, as mentioned, a wholly separate concern, that is in some sense a competitive one, 
is increasing systemic risk and the related problem of increasing numbers of TBTF firms. 
Even though American law really contains only one, isolated rule that could hope to 
constrain this problem in banking and financial markets — Clayton Act § 7, as applied 
through our regime of bank merger law — the government has refused to use it to reduce 
risk. Indeed, strenuous TBTF objections were made to DOJ in its review of the 
Citicorp/Travelers merger of 1998 — the largest financial merger in history at the time, the 
first major merger of banking and non-banking businesses since the Great Depression, 
and one of the largest mergers in world history — but DOJ’s view as that “this [w]as 
primarily a regulatory issue to be considered by the [Federal Reserve Board. The 
merger was approved in all respects. 

Incidentally, while the Act does not explicitly exempt or affect the antitrust treatment 
of collaborative conduct, it is relevant to that conduct. Elementary theory suggests that 
collusion is easier the fewer competitors there are in any given market.”''’ If the bill 
facilitates more consolidation then it will aggravate the risk of collusion. 

All of this criticism, it should be added, is wholly aside from the fact that our antitrust 
law currently refuses to consider concentrations of power as of any relevance. It focuses 
instead purely on costs and elasticities in narrowly defined relevant markets (as if 
allocational efficiency were a concept even yet dreamed of by the Congress of 1890). 


Kramer, supra note 25, at 6. 

See U.S. DliP’ r or Jusricr & F.T.C., Horizontal Mprolr Glidllinls § 2.1 (1997); Dlnnis W. 
C.4RLTON & Jeffrey M. Perloff, Modern Ikdustrlal Org.yniz.ation 132-45 (3d cd. 2000); George 
Stigler.H Theory of Oligopoly, 72 1. POL. ECON. 44 (1964). 
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That is a bit of a shame in this context, as many of the major bank and financial holding 
company mergers since the boom began in the 1980s have been among the largest 
consolidations of wealth and power in U.S. history. Of course, though it was not always 
so,‘*^ addressing that concern through antitrust is a ship that for the time being has 
definitely sailed. But why we have convinced ourselves that the Congress of the Unites 
States should be prohibited from caring about concerns of this magnitude, and making 
them part of some coherent federal policy, is beyond me. 

One final and completely separate issue deserves mention, as it relates to competition 
policy. The Act contains a special provision that requires the conservator/receiver to 
consider certain policy goals to guide the use of its powers, and among these goals is the 
protection of competition. This provision will be irrelevant on any practical level. The 
Act requires the conservator/receiver to exercise all of its § 1209 powers in accordance 
with a list of six policy aspirations, see § 1209(a)(10)(E), and one of them is to “ensurej] 
timely and adequate competition and fair and consistent treatment of [potential buyers of 
the failing BHC],” id. at § 1209(a)(10)(E)(v). For two reasons this provision will lack 
meaning. First, the other five values the conservator/receiver may consider are different, 
equally vague, and sometimes inconsistent with the competition duty. Most importantly, 
the conservator/receiver is directed, “to the greatest extent practicable,” to “maximizej] 
the net present value return from the sale or disposition of . . . assets.” Id. at § 
1209(a)(10)(E)(i). At least some times the acquiror who would be most willing to pay for 
assets held by the conservator/receiver will be the one who can use them most 

See, e.g., Robert Pitofskrv The Political Content of Antitrust 127 U. P.v. L. Rev. 1051 (1979) (article 
by longtime FTC Cliairman and leading antitnist academic, arguing tliat one of the purposes of antitnist 
should be to constram nnwclcomc concentrations of private power, in addition to improving allocational 
efficiency' in specific markets). 
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anticompetitively, because their use in that acquiror’s hands will lead to supra- 
competitive profits. Second, the duty is effectively unenforceable by any party that 
would have any concern for competition. Even assuming there could be a plaintiff with 
standing, and even assuming judicial review is available,’** it seems extremely unlikely 
any decision of the conservator/receiver would ever be reversed for failure to give effect 
to these six factors.'*'* 

C. Drafting Ambiguities and Unintended Consequences 

Finally, some consideration should be given to a handful of drafting ambiguities that 
have relevance to competition matters. 

First, the Act provides that where any portion of a transfer of assets made by a 
conservator/receiver would be subject to HSR, the antitrust enforcement agencies are 
barred from making a “second request” for information. See Act at §§ 1209(a)(1)(G), 
1209(h)(10)(A). This is slightly ambiguous because even where bank merger reviews are 
not subject to HSR (as is almost always the case), the agencies have access to civil 
investigative demands (“CID”) under the Antitrust Civil Process Act,’** and indeed DOJ 
has issued CIDs in bank mergers in the recent past, both to the merging entities and third 


The conseivator/receiver would constitute an “agencj" under the Administrative Procedures Act 
(“APA”), and its final actions would therefore ordinarily be subject to judicial review under 5 U.S.C. § 702. 
However, given the ambigtiity' and range of discretion implied in these six factors, the 
conscrv ator/reccivcr’s asset sales midcr llic Act niigliL conceivably be c.xcmpt from review as being 
“committed to agency' discretion by law,” 5 U.S.C. § 7()l(a)(2). That exception applies to decisions made 
under “statutes are drawn in such broad terms lliaL in a given case llicrc is no law' Lo apply.” Citizens to 
Preserv'C Ov'crton Park v. Volpe, 401 U.S. 402, 410 (1971). 

* The decision would be subject only to the very deferential standard of review under APA § 
706(2)(A), that tlic decision be upheld unless it was “arbitrary' [or] capricious.” A decision by a federal 
agency' is “aibitraiy' or capricious” where (1) the agency' failed to consider those factors in making its 
decision tliat arc made rclcv'ant by tlic underlying legislation, or (2) tlic agency failed to show tliat its 
decision drew some rational cotmection between facts contained in the record at the time of the decision 
and the policy achially adopted. See Overton Park, 40i U.S. at 416. 

* 15 U.S.C. §§ lUl-14. 
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parties that might hold relevant information.’ * Those powers are available to the agencies 
even where the responsible banking regulator triggers emergency time periods. 
Presumably the limitation on HSR second requests was not meant to affect the CTD 
power, and is meant only to avoid the time delays that can occur under HSR. This point 
should be clarified. 

Second, under § 1204(a) of the Act, whether or not the Treasury Secretary chooses to 
appoint a conservator/receiver, the Act empowers FDTC to provide loans and make other 
assistance available to BHCs whenever the Secretary makes the determination required 
under § 1203(b). Among FDIC’s assistance powers, it may “purchas[e] assets” of the 
BHC or “acquir[e] any type of equity interesf’ in it. Act § 1204(a)(2), (4). It may then 
“sell[] or transfer!] all, or any part thereof . . .” Id. at § 1204(a)(6). What seems 

ambiguous is that on its terms of this section, FDIC could apparently acquire a 
controlling interest in the failing BHC or any of its subsidiaries, and then transferring it to 
another bank, BHC or financial holding company. If this section has the effect of 
exempting such a transaction from antitrust altogether, that would seem unambiguously 
bad. But if not, then it would seem to subject to such a transaction to fairly different 
treatment (namely, more thorough, unrushed review) than conservator/receiver 
transactions receive under §§ 1209(a)(1)(G) and 1209(h)(10) of the Act. 

One more minor peculiarity is that one of the Act’s two antitrust provisions, § 
1209(a)(1)(G), says that merger or transfer of assets may be undertaken “without 
obtaining any approval, assignment, or consent with respect to such transfer.” 
Presumably this language is meant to waive requirements for shareholder or board 
approval that might have been required as a matter of corporate law, or state regulatory 
See Quinn, supra note 8, at 94. 
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approval. It is made fairly clear that this language is not meant to waive regulatory 
approval under bank merger law, because the power to make mergers or transfers is made 
explicitly “[s]ubject to clause (ii)” of the subsection. Clause (ii) implies that regulatory 
approvals are not waived. 1 might note, though, that clause (ii) does not explicitly require 
approvals to be gotten, and so this remains a non-trivial ambiguity that might lead to 
uncertain consequences in the event of litigation. 

Conclusion 

From the perspective of competition norms, the narrow problem with the Act is just 
its incorporation of an idiosyncratic and dubious system of merger review that itself calls 
for serious reconsideration. But this reflects a much larger consideration: the 
Administration’s financial regulatory reform package largely ignores competition as any 
part of any solution. This is a shame, because consolidation and concentration are part of 
some of the financial sector’s worst problems. 
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Mr. Cohen. Professor Sagers, thank you for your addendum to 
their testimony. 

Mr. David Skeel, professor of corporate law at Penn, author of 
“Icarus in the Boardroom” — the history of bankruptcy laws — publi- 
cations, received several distinguished recognitions and honors, cor- 
porate law, bankruptcy, and sovereign debt, law and religion, and 
poetry in the law. 

Thank you. Professor Skeel. 

TESTIMONY OF DAVID A. SKEEL, JR., 

UNIVERSITY OF PENNSYLVANIA LAW SCHOOL 

Mr. Skeel. Well, thank you for that plug. I wish I had brought 
a few of my books to have outside to try to sell to people before 
we are done today. 

I think I have three quick points in response to the commentary 
I have heard so far. The first is, although Harvey Miller and I do 
not agree about everything — there are a few things in bankruptcy 
we are not completely on the same page on — I pretty much agree 
completely with everything Harvey has said thus far. To elaborate 
on that just a tad. Professor Moss made the comment that our real 
choice is resolution versus bailout. In my view that is not quite 
right. I think our real choice is bankruptcy versus bailout. 

In my view, the proposed resolution authority would just institu- 
tionalize the bailouts we have seen in the last year. If we had that 
resolution authority in place, what would happen if we had another 
Lehman or AIG is they would be bailed out before they got to the 
resolution authority decision. And I think it is not either accidental 
or unimportant that the trigger decision — the decision whether to 
invoke the resolution authority — is a purely political decision being 
made by bank regulators. So that is my first point. 

My second point is, with respect to Mr. Krimminger and Mr. 
Barr — and I am sorry they are not here now; Michael Barr is a 
friend of mine; I have not previously met Mr. Krimminger — they 
repeatedly referred to 75 years of beautiful FDIC history resolving 
bank failures. In my view, the reality is the FDIC was not tested 
from the 1930’s until the 1980’s. We didn’t have bank failures, for 
the most part, and that is one of the beauties of post-war America. 

The first time the FDIC was truly tested was in the banking and 
S&L crisis of the 1980’s. By most accounts their performance was 
quite poor. And as a result of that poor performance we put new 
banking laws in place in 1989 and 1991 that really forced the 
FDIC’s hands. 

We have prompt corrective action rules, we have least cost reso- 
lution rules. Those work pretty well for small banks and maybe for 
medium-sized banks as well. But they effectively don’t apply to the 
very institutions we are talking about today. 

They do not apply to large banks. When they run into trouble the 
FDIC is able to do whatever it wants, exaggerating just a little bit. 
And the FDIC’s history with the big banks is not a good history. 
I think the Indymac example from last year is a good example. 

So to the extent the FDIC is effective, it is only effective with 
small and medium-sized banks. It is not effective with large banks 
and there is not good reason to extend its authority beyond banks 
to other financial institutions. 
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Finally, in my view the key question — what I would hope you all 
will be thinking about and talking about in the coming months — 
is how we can make a bankruptcy system that works really well 
even better. And the answer to that, it seems to me, has to do with 
derivatives. 

Over the past 20 years, as part of the their campaign against 
regulation derivatives lobbyists together with the Fed and the 
Treasury persuaded Congress — that is you all — to exempt deriva- 
tives from several key core bankruptcy provisions, the most impor- 
tant of which is the automatic stay. What I hope you all will be 
talking about is how and how much to reverse that deregulation of 
the last 20 years and reimpose the stay. 

One approach to that would be a blanket reversal, a stay of all 
derivatives. Another would be the approach that has been sug- 
gesting in H.R. 3310. Either of those, I think, are very good ap- 
proaches and I hope that is where you all end up before the dust 
settles. 

Mr. Cohen. Do you have a poem to close with? 

Mr. Skeel. I will work on one before — give me a couple more 
hours. I can 

Mr. Cohen. A limerick will do 

Mr. Skeel. Let us go now, you and I, while the evening is spread 
against the sky. [Laughter.] 

Mr. Cohen. It is not for us to do or die. 

Mr. Skeel. We are reading from the same script. That is for 
sure. 

[The prepared statement of Mr. Skeel follows:] 
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Prepared Statement of David A. Skeel, Jr. 

Written Testimony of David A. Skeel, Jr. 

Before the Subeommittee on Commercial and Administrative Law 
Committee on the Judiciary 
United States House of Representatives 
October 22, 2009 

Thank you for the opportunity to testify about the role of bankruptcy in effective 
financial regulation reform. It is a great honor to appear before you today. 

Last summer, the Obama administration rolled out an extensive package of 
proposed financial reforms.* The principal resolution proposals in the proposed refomis 
would give bank regulators sweeping resolution authority with respect to financial 
institutions that are designated as systemically important, and which are in financial 
distress. In my view, some of the administration’s proposals are desirable, and would 
improve our financial regulation. But the resolution proposal would make the regulatory 
framework far worse, rather than better. H R. 3310, which would rely on bankruptcy 
rather than the bailout approach used in the recent crisis, is a much more promising 
approach, as are the existing bankruptcy laws. 

Under the resolution proposal in its current fomi, a financial institution could be 
designated as systemically important at any time, including right before intervention. If 
the Treasury concluded that such an institution was in financial distress, it could invoke 
the special resolution regime “after consulting with the Presidenf’ and “upon the written 
recommendation of two-thirds of the members of the FDTC Board (or, if the largest 
subsidiary is a brokerage, two thirds approval of the SEC commissioners). At this point, 
the Treasury would appoint a regulator, usually the FDTC, to step in and take steps to 
resolve the financial distress. 


' The administration released a lengthy white paper outlining its financial reform proposals in June 2009. 
U-S- Department of llie T^easll^^^ Financial Regiilatot^^ Reform: A New Foundation (June 17, 20(19), 
m-ailable at littp://\i^i'W-fiiiaiicialstabilit\ugov/ docs/rctts/FinalRcport web pdf 
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This proposal is designed to expand the rescue process that was used in 2008 with 
Bear Steams and ATG.^ It would institutionalize the ad hoc bailouts of the last year. 

There are at least three problems with this approach. First, it, together with the 
designation of systemically important institutions, would increase the number of 
institutions that are “too big to fail.” and would lead to even more concentration in the 
financial services industry than we already have. Second, the resolution proposal is 
backward looking: it assumes that the financial regulatory landscape will be the same in 
the future, and pose the same problems, as it did last year - such as the opacity of the 
derivatives markets. Finally, it would abandon a far superior approach: bankruptcy 

In the remarks that follow, I will focus primarily on the benefits of a bankruptcy- 
based approach, and the significant costs of institutionalizing the bailouts of the past year. 
My discussion will consider four issues: 

1) I first critique a key piece of the conventional wisdom about the crisis: the 
view that the default ofLehman Brothers was the sole reason for the financial 
panic last fall, and that Lehman casts doubt on the efficacy of bankruptcy. 
These claims are not borne out by the evidence. 

2) I outline several of bankruptcy’s key benefits. 

3) I describe the serious costs of relying on bailouts. 

4) I conclude that the best use of Congress’s time would be to consider possible 
ways to improve the bankruptcy laws, in particular by imposing a stay on at 
least some derivatives, and thus reversing Wall Street’s effective campaign in 
the 1 990s to protect the derivatives markets from regulation. 

Much of the discussion that follows draws on current scholarship of mine that 
develops these arguments in more detail, particularly an article with Northwestern Law 
professor Kenneth Ayotte.^ 


“ The Wliite Paper inlroduces the proposal with llie statement tliat the ‘'government’s responses to tlie 
iinpeiiding bankruptcy of Bear Steams, Lehman Brothers, and AIG were complicated by the lack ot a 
statutory' framework for avoiding the disorderly failtiie of nonbank financial firms.” Id. at 74. 

“ Kenneth Ayotte & David A. Skeel, Jr., bankruptcy or Bailouts?. Journal of Corporation Law' 
(forthcoming 2010), available at wvvw-ssni.com. 
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1 — The Lehman Myth — Rethinking the Crisis 

According to the conventional wisdom. Federal bank regulators were right to bail 
out Bear Steams in March 2008, and to bail out ATG in September 2008. Their only 
mistake was failing to bail out Lehman Brothers, also in September 2008. The Lehman 
Brothers bankruptcy and the turmoil in the financial markets in September and October 
2008 show, it is claimed, that bailouts are a better solution to the financial distress of a 
large investment bank or other nonbank financial institution than bankruptcy. This 
understanding, which is central to the case for expanding bank regulators’ authority, is 
deeply misleading. 

To put the events of 2008 into their proper context, it is necessary to start by 
considering the bailout of Bear Steams six months before Lehman’s collapse, and the 
effects that the bailout had. After the markets lost confidence in Bear and its $1 8 billion 
of cash reserves began to disappear in March, Bear Stearns chief executive Alan 
Schwartz called Timothy Geithner, who was then head of the New York Federal Reserve 
Bank. Geithner, then-Treasury Secretary Flank Paulson and Ben Bernanke pushed Bear 
into the amts of J.P. Morgan, a much healthier bank. The deal was structured so that the 
creditors of Bear Steams would be fully protected, while its shareholders would lose 
much of the value of their shares. The government provided a $29 billion guarantee of 
Bear’s most dubious assets. 

If regulators had decided not to bail Bear out, the short-tenn effects might have 
been jarring. The creditors of Bear Stearns would have suffered losses, and the 
shareholders would have been wiped out. But this hard medicine would have sent a very 
clear message to the managers, creditors and shareholders: better watch what the 
company is doing, or you could get burned. In more technical temis, a Bear Steams 
bankruptcy would have eliminated moral hazard — the tendency not to take precautions if 
you’ll be spared the consequences of bad outcomes. 

The government did take steps to limit the moral hazard of the company’s 
shareholders. Indeed, it pushed J .P. Morgan, the buyer of Bear Stearns’ assets, to offer 
less for Bear Steams’ stock than J.P. Morgan originally planned, in order to make sure 
that shareholders were not completely bailed out. But it ensured that all of Bear’s 
creditors were fully protected. The creditors — mostly Wall Street banks and other 
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financial institutions — who lent money to or entered into derivatives transactions with 
Bear Steams were paid in full, despite having dealt with a highly leveraged institution 
that had been engaging in extraordinarily risky activities. 

When Bear Steams fell, Lehman Brothers was widely viewed as similarly 
vulnerable, since it too was highly leveraged and heavily exposed to subprime mortgages. 
Yet Richard Fuld, Lehman’s chief executive, rejected a proposed investment by Warren 
Buffett and made only desultory efforts to sell the company in the months after the Bear 
Steams bailout. 

Nor, once bankruptcy became a serious possibility, did Lehman make a serious 
effort to prepare for bankmptcy. When Lehman filed for bankmptcy, no one even knew 
who Lehman owed money to and who the counterparties on its derivatives contracts 
were. AIG behaved in very similar fashion. These responses are perfectly 
understandable given both companies’ assumption — an assumption shared by nearly 
everyone as a result of the Bear Steams bailout — that regulators would rescue any big, 
troubled financial institution. Not only was there no need to plan for bankruptcy. But the 
bailout strategy gave Lehman and AIG an incentive nrt to prepare for the worst. The 
more unprepared they were, the worse the bankruptcy option would look, and the more 
likely a bailout would be forthcoming. 

This, not the bankruptcy system, is why Lehman’s collapse was such a shock to 
market participants. Lehman, its suitor Barclays, and everyone else assumed that a 
bailout would be forthcoming. But regulators decided at the last minute not to provide 
bailout funds after all. Lehman’s failure to prepare, and the way it was dumped into 
bankruptcy, were the problems. The bankruptcy itself has gone remarkably smoothly. 
Lehman’s investment banking operations were sold to Barclays four days after the 
bankruptcy filing, and Lehman has been selling its less time sensitive assets in a more 
leisurely fashion in the months that have followed. 

If Bear had filed for bankruptcy back in March, the managers and investors of 
Lehman and AIG surely would have acted differently in the weeks before their failures. 
The prospect of bankruptcy would have given them a very different perspective on the 
implications of their financial difficulties. At the least, they would have gotten their 
books in order and started looking for buyers for their businesses much earlier. 
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Not only have the effects of Lehman’s default been mistakenly attributed to 
bankruptcy, but the evidence calls into question the widespread view that Lehman’s 
collapse triggered the economic panic last fall. In a recent paper, Ken Ayotte and I find 
that Lehman’s default did not cause any more disruption in the financial markets than the 
government’s decision to bail out ATG two days later. The fall in the stock market, as 
measured by the S&P 500 index, was nearly identical. The rise in the VTX, an index used 
to measure volatility (and informally known as the “fear index”) saw a slightly higher 
percentage increase following Lehman. The TED spread, an indicator of credit market 
risk, saw a larger percentage point inerease following ATG.’* Similarly, yields on short- 
term U.S. Treasury bills (a measure of investor flight to safe assets) saw a larger fall 
following the AIG news. 

Stanford economist John Taylor has provided additional evidence that the Panic 
of 2008 was not triggered by Lehman’s default. Based on, among other things, an 
analysis of the Libor-OTS spread — which is the difference between the interest rate for 
longterm loans and the overnight interest rate — he concludes the major triggering event 
was the requests by Treasury for what eventually became the legislation providing for 
$700 billion in TARP funds 

Tn short, the significance of Lehman’s bankruptcy filing has been seriously 
misinterpreted by the conventional wisdom. The effect of Lehman’s default was due 
primarily to its failure to prepare for a bankruptcy filing, and to market participants’ 
surprise when the government refused to bail Lehman out. Tn addition, Lehman’s role in 
the market disruptions of fall 2008 has been exaggerated. Finally, and of particular 
importance for this hearing, the actual bankruptcy case has proceeded remarkably 
smoothly under the circumstances. 

2 — The Benefits of Bankruptcy 

Bankruptcy has a number of provisions that make it well suited for resolving the 
financial distress of nonbank financial institutions. It may be useful to briefly outline 


’ The TED spread is the difference between .t-month LIBOR (an interest rate at which banks lend to each 
otlicr) and the 3 month U.S. Treasurs' Bill rate. 
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these provisions before T describe the perverse effects of bailouts, and how bankruptcy 
avoids these problems. 

The first key bankruptcy provision is the one that made possible the sale of 
Lehman’s assets shortly after its bankruptcy filing: section 363 of the Bankruptcy Code. 
Under this provision, the debtor can sell its assets free and clear of any existing liabilities 
at any time after filing for bankruptcy, subject to approval by the bankruptcy court and an 
opportunity for the company’s creditors to object to the proposed sale. Because sales 
under section 363 are free and clear of liabilities, financially troubled companies often 
prefer to effect a sale of their assets in bankruptcy, rather than trying to sell them outside 
of bankruptcy. 

Second, the Bankruptcy Code provides a very generous financing provision 
(section 364) that often makes it possible for a company to borrow the money necessary 
to fund its operations during the bankruptcy case. While senior, secured loans are 
sometime available outside of bankruptcy, in many cases they will not be possible. Most 
bond indentures, for example, contain negative pledge clauses that limit or prevent the 
incurrence of new, senior debt. In bankruptcy, by contrast, these clauses are rendered 
ineffective. 

Third, the automatic stay (section 362) requires that creditors cease any efforts to 
grab assets from the debtor or to try to collect what they are owed. This can provide the 
firm with the breathing space it needs to conduct its business in an orderly fashion, 
preventing a desperate scramble to satisfy the claims of withdrawing creditors. The 
breathing space can be valuable not only if the firm plans to remain as a going concern, 
but also if it plans to liquidate its assets but needs time to do so. The one major exception 
to the automatic stay is derivatives: as discussed in more detail below, the derivatives 
industry, the Federal Reserve and the U.S. Treasury persuaded Congress to exempt 
derivatives from the automatic stay, through a series of amendments to the Bankruptcy 
Code over the past several decades. 

Fourth, bankruptcy is extremely transparent. Creditors arc entitled to examine the 
debtor and its managers, and a company is required to disclosure a large amount of 
information about its operations while in bankruptcy. The kinds of hidden activities that 
have raised considerable concern in contexts such as Bank of America’s purchase of 
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Merrill Lynch would be very unlikely in bankruptcy. As bankruptcy lawyers sometimes 
say, a company is required to open all its closets and drawers when it files for 
bankruptcy. 

Finally, the bankruptcy trustee — or if there is no trustee, the company itself — has 
extensive power to retrieve any preference payments or fraudulent transfers made prior to 
its bankruptcy filing. Tf a company pays exorbitant bonuses to its executives prior to 
bankruptcy, and these bonuses squander valuable assets, the executives can be forced to 
disgorge them. 

Tn short, the bankruptcy laws offer a full menu of provisions for addressing the 
financial distress of a large nonbank financial institution. With each of the two large 
investment banks that have filed for bankruptcy — Drexel Burnham two decades ago and 
Lehman Brothers last year — it has proven very effective.^ 

3 — The Problems with Bailouts and the Proposed Resolution Authority 

The Adminstration’s proposed new resolution authority would expand the 
authority that the FDTC has over bank failure to every financial institution that is deemed 
systemically important. The intuition behind the proposal is that the FDTC has done an 
effective job of resolving bank failures, and that this authority would prove equally 
effective for systemically important financial institutions. These assumptions are 
problematic for several reasons. 

The first problem with the assumption that Congress should extend FDTC-style 
authority to other financial institutions is that commercial banks are special. Although 
the so-called shadow banking system plays an increasingly important role in financial 
life, commercial banks still are unique because of the importance of protecting ordinary 
Americans’ deposits, and of assuring that business always have access to the lines of 
credit they secure from a bank. For these reasons, deposits are federally insured. 

Because the deposit insurance guarantee gives taxpayers a huge financial stake in 
commercial banks, the FDTC is given dictatorial powers when a bank becomes financially 
distressed. The FDTC can take over the bank, force its sale, and detemiine how the 
creditors of the bank will be treated. Further, its actions are almost completely protected 

Tlic Dicxcl and Lehman eases are discussed in detail in Ayottc & Skeef supra note 3 . 
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from judicial review. These powers, and the complete lack of transparency, are not 
justified for other financial institutions. 

Second, the FDTC’s pcrfonnancc is very different with small banks than with 
large ones. When a small or medium-sized bank becomes distressed, the TDTC often 
closes it relatively promptly.'’ Indeed, the prompt corrective action rules instruct the 
FDTC to step in before the institution becomes insolvent. With large institutions, on the 
other hand, these rules do not apply. In these cases, the FDIC often ends up bailing the 
institution out. If FDIC authority were extended to systemically important firms as 
proposed by the administration, we can be sure that these institutions would inevitably be 
bailed out. As already noted, the proposal would expand and institutionalize the recent 
use of bailouts. 

Bailouts have four very serious downsides. The first problem is that they cause 
moral hazard, as discussed earlier. If the managers of a financial institution know they 
will be bailed out in the event the institution fails, they will have an incentive to take 
extraordinary risks. Investors will have little incentive to monitor the institution if they 
too will be protected by a bailout. The government significantly reduced the problem of 
shareholder moral hazard by ensuring the Bear Steams and AIG shareholders were not 
fully protected when their companies were bailed out, but it magnified the moral hazard 
of debt. The creditors of both companies were fully protected. The bondholders of bank 
holding companies such as Citigroup and Bank of America are also expecting to be 
protected if either bank fails, which has aggravated the serious moral hazard in the 
financial services industry. 

The second problem is that bailouts cause significant distortions in corporate 
governance. When the government insists that a CEO be replaced — as with AIG — or that 
the company complete a problematic merger — as with the acquisition of Merrill Lynch 
by Bank of America — the decision is likely to influenced by factors other than optimal 
corporate governance. The distortions may be still greater if the government oversees the 
investment decisions made by the company even after the initial rescue loan. Both 

® The FDIC's resolution of Qie banks during the recent crisis lias been criticized by some, and the FDIC 
has recently aimoimced that it will need to impose additional charges on banks because its guaranty hind is 
dangerously low. But, in niy view, the FDIC have been relatively effective with small and medium sized 
banks, and its current authority is justified in that context. But there is no justification for extending this 
power to encompass other financial institutions. 
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because of the limits of their expertise and because of the conflicting pressures they face, 
the government’s track record when it shifts from regulator to decision maker is not a 
good one. 

Third, bailouts often simply postpone a needed restructuring. The decision to bail 
out AIG, for instance, seems to have significantly delayed the process of restructuring its 
operations. The temptation for regulators with a bailout is to “kick the can down the 
road,” delaying the hard decisions of how best to resolve the firm’s problem. 

Finally, the bailouts of the past year have protected the Wall Street institutions 
who were creditors of the institutions that were bailed out. Wall Street banks and other 
financial institutions have often been the principal beneficiaries of bailouts. 

None of these problems arise in bankruptcy. The prospect of bankruptcy 
dramatically reduces moral hazard; is much less likely to distort corporate governance; 
forces a restructuring; and requires all parties to bear the consequences of the default, not 
just some. 

4 — Possible Bankruptcy Improvements — A Stay on Derivatives 

My conclusion that bankruptcy is the best mechanism for resolving the distress of 
nonbank financial institutions does not mean that the current bankruptcy laws are perfect. 
The current laws are preferable to bailouts, but it is worth considering how the existing 
bankruptcy framework might be improved. The most important issue in this regard, in 
my view, is the special treatment given to derivatives and other financial contracts.^ 

Due to the ongoing efforts of the derivatives lobby, as well as the Federal Reserve 
and the U.S. Department of the Treasury, Congress enacted a series of special protections 
for repurchase transactions, credit default swaps and other financial contracts in the 
1 980s, 1 990s, and 2000s.* Counterparties to these contracts were exempted from several 
core protections of the Bankruptcy Code. They are not subject to the automatic stay, or 
to the preference and fraudulent conveyance provisions. Much as they insisted that 
derivatives should be immune from regulatory oversight, proponents of these provisions 

I also believe il would be useful to liiiiil the govermnent’s ability to tiiiaiice a financially troubled 
financial iiislilitlion in bankruptcy. H.R. .TilO would impose a sirici prohibilioii. 

* The legislative history', and the arguments for reversing the special treatment of derivatives that are 
outlined below, are discussed in more detail in David A. Skeel, Jr„ Banknqncy Boundary Games, Brooklyn 
Journal of Corporate, Financial & Conuncrcial Law (forthcomhig, 2010), available atwwvv.ssm.com. 


9 




139 


argued that bankruptcy should not be allowed to interfere with the derivatives markets. Tf 
derivatives were subject to the automatic stay, they argued, the bankruptcy of one 
institution could lead to “ripple cffccf’ failures of other institutions that had entered into 
contracts with the debtor. The recent crisis has shown, however, that the inability to stop 
counterparties from exiting these contracts may exacerbate the consequences of a default, 
not reduce them. 

Congress could fix this problem in several different ways. One approach would 
be to simply reverse the exemption from the automatic stay, based on a view that the 
arguments for exempting the derivatives markets from bankruptcy no longer seem 
compelling. Exempting derivatives counterparties from the stay reduces their incentive 
to monitor the debtor and does not seem to provide a bulwark against systemic risk. 

H.R. 33 1 0 offers an alternative approach. Under this proposed legislation, the 
stay would be applied under certain circumstances in cases in which the debtor is a 
nonbank financial institution. The special treatment would remain in place for other 
kinds of debtors. 

Tn my view, either of these approaches would improve on the treatment of 
derivatives and other financial contracts in bankruptcy. 

Conclusion 


Bankruptcy is a much better method of resolving the financial distress of nonbank 
financial institutions than bailouts. Tf Congress adopts more effective regulation of the 
derivatives markets and other needed financial reforms, the bankruptcy approach is likely 
to be even more attractive. 
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Mr. Cohen. Mr. Weissman has written extensively. He is our 
next witness — Robert Weissman, Public Citizen president. That is 
a pretty heady title. Expert on economic, health care, trade, and 
globalization, electoral property, and regulatory policy, and issues 
related to corporate responsibility and commercialism. 

Written extensively over the years. Prior to joining Public Citizen 
he was director of corporate accountability organization Essential 
Action, editor of Multinational Monitor, that tracks corporate ac- 
tors worldwide, and an attorney with the Center for the Study of 
Responsive Law. 

Mr. Weissman, you are on. 

TESTIMONY OF ROBERT WEISSMAN, PUBLIC CITIZEN 

Mr. Weissman. Thank you very much, Mr. Chairman. I am sorry 
that I am afraid I won’t be able to offer any poems or a — perhaps 
concepts achieve pristine insight of poetry. 

I want to thank you for holding the hearing and emphasize, I 
think, the importance of an antitrust approach to considering the 
“too big to fail” problems in the structure of the financial sector. 
I think antitrust offers us a lot of tools and principles to think 
about how to handle the sector. 

With Chairman Greenspan I am happy to say that we agree that 
an appropriate application of antitrust principles is to actually di- 
rectly break up the largest institutions. They are too big to fail. I 
agree with all of the proposals that Mr. Barr put forward on the 
front end to deal with systemic risk, but they are not enough. The 
largest institutions will always find a way to get around narrow, 
traditional agency regulation — prudential regulation. 

But if they are smaller they are more able to be grappled with. 
We can avoid a lot of the problems that we are spending this hear- 
ing talking about if we go ahead with an aggressive breakup strat- 
egy- 

It is feasible, can be done in an aggressive, top-down way, or it 
can be done in a more gentle way by the institutions themselves. 
Citigroup, for example, is itself now stripping itself down effectively 
on the model that I might be suggesting. 

Second, I think antitrust teaches us about the importance of 
structure and also looking to revising Glass-Steagall itself or Glass- 
Steagall-like principles and separating out the super-risky activi- 
ties of the investment banking operations from the commercial 
banks. And again, we are here very happy to side with Chairman 
Volcker on this point. 

There are more modest ways to achieve these kinds of objec- 
tives — for example, unwinding the recent set of mergers which 
have made the “too big to fail” problem much worse, or at least 
saying there should be a standstill on future mergers that are 
going to exacerbate the problem going forward. 

We should also be enforcing existing concentration limits which 
have been breeched in the last round of mergers, and there should 
be examination, I think, by Congress over new forms of concentra- 
tion limits, both in terms of the depository institutions but also 
thinking about asset categories other than depository institutions, 
where it is not obvious what kind of standards you would impose. 
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Finally, in terms of trying to avoid problems before they emerge, 
I think antitrust teaches us not just to look at traditional regula- 
tion but a set of conduct remedies that are different in approach 
from what traditional regulators do. And to just quickly highlight 
some of the things we — I think it is worthwhile for Congress to con- 
sider both avoid systemic risk problems, enhance the ability of reg- 
ulators to understand what is going on in the super large institu- 
tions, and to offer increased consumer protection. 

For this category of institutions that still are super large, there 
should be a prohibition on the use of offshore tax havens and off- 
the-books accounting, both of which make it too hard for our regu- 
lators to understand what is going on. There should be affirmative 
obligations that bonuses are tied — executive pay and bonus com- 
pensation is tied to long-term performance to avoid the wrongful 
incentives that exist with the short-term bonus structure that we 
have now. 

There should be, as Mr. Barr said, increased capital reserve 
standards, and I think also increased consumer protection obliga- 
tions on the largest institutions. To the extent they are permitted 
they can continue to exist. 

On the specific issue of resolution authority, we do think that 
there is a good case to be made for resolution authority to avoid 
the bailout problem, but with some caveats and with some sugges- 
tions. One is that there should be a presumption that the institu- 
tions are not provided with new financing unless there is some very 
affirmative showing made that there needs to be external financing 
made available. So you really are talking about winding down the 
institution and you are avoiding the problem of the subsidies that 
were given to AIG counterparties. 

The AIG bailout, by the way, was really not a bailout of AIG so 
much as it was a bailout of AIG counterparties, which is, I think, 
an important consideration to keep in mind. 

There should be also, I think, a directive — this speaks to Pro- 
fessor Sagers’ point — there should be a directive to any resolution 
authority that as it is doing the resolution a central and maybe 
overriding objective must be to avoid a worsening of “too big to fail” 
problems, that as they are breaking up banks or merging them, 
whatever they are doing, it should not be to create new even bigger 
institutions, the bigger great white sharks of Mr. Johnson’s meta- 
phor — maybe I do have some poetry in my after all. We ought to 
be avoiding worsening that problem. 

And finally, there should be conditions attached on the resolved 
enterprises, either in whole or when parties are broken up, repli- 
cating, I think, some of the things that I mentioned in the area of 
conduct remedies. Those things including, as you pointed out prop- 
erly, compensation limits and competition standards ought to be at- 
tached. If taxpayers are going to be involved and intervening in 
these institutions it is reasonable that we have some reciprocal de- 
mands on what goes on with them after they are put back into the 
private sector. 

[The prepared statement of Mr. Weissman follows:] 
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Mr. Chairman and members of the Committee, thank you very much for inviting me to 
testify today. I am president of Public Citizen, a nonprofit research, lobbying and 
litigation public interest organization with 150,000 members and supporters. Based in 
Washington, D.C., and founded in 1971, Public Citizen accepts no government or 
corporate funds. 

Public Citizen is a member of Americans for Financial Reform, a coalition of more than 
200 consumer, community, labor, civil rights, housing, 6ith-based and other public 
interest organizations. I have appended to this statement the Americans for Financial 
Reform position paper on resolution authority issues. 

I want to thank you for holding today's hearing. Financial re-regulation is the subject of 
intense debate and discussion in Congress - and around the country - right now. It is 
important that the issue of financial re-regulation be considered from multiple vantage 
points. The Judiciary Committee has a crucial role to play in the le-regulation debate, 
considering matters in light of its expertise in bankmptcy and, especially, antitrust. 

Antitrust offers a different approach to addressing Wall Street abuses than traditional 
regulation. Antitrust looks to industry stracture rather than just settii^ rules for aU market 
participants. When it turns its attention to troubling conduct of institutions vrith market 
power, it commonly employs remedies which provide (somewhat) self-enforcing specific 
rules of conduct. This is in contrast to the agency rule-making and enforcement approach, 
which usually requires effective regulatory surveillance and enforcement. The traditional 
regulatory approach is vital; but policymakers need also to draw on the distinct and 
complementary wisdom embodied in antitrust. 

There is widespread agreement that creation of too-big-to-fail fmancial institutions was a 
key contributing fector to the financial crisis - and that addressii® the too-big-to-fail 
problem is a central challenge for regulation going forward. The traditional regulatory 
approach (firects policy inquiiy into how regdatoiy agencies can monitor the too-big-to- 
fail financial institutions to ensure they do not engage in excessively risky operations. 

The antitrust approach suggests a more fundamental inquiry: Should the too-big-to-feil 
financial institutions be permitted to exist? What social value do they offer as against 
harms and risks to financial stability and a functioning democracy? Are the dangers of 
too-big-to-fail fmancial corporations great enough to overcome the presumption in favor 
of leaving private corporations to grow as they please? If too-big-to-fail Wall Street firms 
are permitted to continue to exist at current scale, should they be subject to specific 
conduct rules, including rules designed to limit thedr speculative undertakings? And, 
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should government policy exhibit a bias gainst size, at least to the extent that 
government-facilitated combinations of financial institutions do not exacerbate the too- 
big-to-fml problem? 

In this testimony, I will touch on these issues, in the context bofii of the current profile of 
the financial services industry, and proposals to create a resolution authority for too-big- 
to-feil non-bank financial institutions. 

The first section of my testimony briefly reviews consolidation trends in the financial 
sector over the last quarter century, and highlights the serious and unique problems with 
excessively sized corporations in the financial sector. These include consumer and 
competition problems, but especially the familiar "too big to feil" issue and concerns with 
how large financial institutions impair a functioning democracy. The second section 
draws on antitrust principles to suggest a series of proposals to shrink excessively sized 
financial firms - including but not limited to a call to break up the biggest banks - and to 
control large firms fiiat continue to exist. The final section turns attention to the issue of 
what to do with failh^ non-bank financial companies that pose a threat to the overall 
financial system. It concludes that the case for establishing new resolution authority is 
strong, but that this authority should be guided by legislative directives to prevent 
continuation of a misguided bailout policy. 

The Rise of Too-Big-to-Fail - and the Fall of the Financial System 

Merger mania in the financial industry has been all the rage for more than 25 years. 
"Bigger is indeed better," proclaimed the CEO of Bank of America in announcing its 
merger with NationsBank in 1998.^ In the United States, about 1 1 ,500 bank mergers took 
place from 1980 through 2005, an average of about 440 mergers per year.^ 

The size of the mergers has increased to phenomenal levels in the pre-crisis period: In 
2003, Bank of America became a $1.4 trillion financial behemoth after it bought 
FleetBoston, making it the second-largest U.S. bank holding company in terms of assets. 
In 2004, IPMorgan Chase agreed to buy Bank One, creating a $ 1 , 1 trillion bank holding 
company.® 


‘ Dean Foost, "BofA: A M^abank in the Making,'' BusinessWeek, September 13, I9?9, available at; 
<http://www.businessweek.coin/archives/1999/b3646163.arc.htiii>, 

^ Loretta J, Mester, Senior Vice President and Director of Research at the Federal Reserve Bank of 
Philadelphia, "Some Thonghts on the Evoiution of the Banking System and the Process of Financial 
Intermediation," Economic Review, First & Second Quarters, 2007, available aC 
<1ittp:/Avww.&batlaiita.org/ftlelegacydocs/erql07_Mesier.pdf>. 

^ Loretta J, Mester, Senior Vice President and Director of Research al the Federal Reserve Bank of 
Philadelphia, "Some Thoughts on the Evolution of the Banking System and the Process of Financial 
Intermediation," Economic Review, First & Second Quarters, 2007, available at 
<ht5)://www,ft'batlanta.org/fllelegacydocs/erql07_Mester.pdf>. 
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From 1975 to 1985, the mimberof commercial banks was relatively stable at about 
14,000. By 2005 that number stood at 7,500, a nearly 50 percent decline."' A staggering 
series of mergers led to ever larger banks at the top.’ 

By mld-2008, the top five banks held more than half the assets controlled by the top 1 50.^ 

Regulators and antitrust enforcers rarely challenged the rash of bank mergers and 
acquisitions. 

(A similar story can be told about the securities side of the financial sector. Summarizes 
analyst Jane D' Arista: "Mergers have also consistently reduced the number of firms in the 
securities industry. At year-end 1984, the top 10 firms — 0. 12 percent of the 7,800 firms 
registered — accounted for 41 percent of the sector's capital, 47 percent of total revenue 
and 55 percent of underwriting profits. Of the top 10, all but three (Merrill Lynch, 
Lehman Brothers and Goldman Sachs) had been acquired by or merged with other 
institutions by the beginning of 2008."’) 

Strikingly, the bursting of the housing bubble and subsequent financial crash has led to a 
sharp intensification of the quarter century trend. The top two mortgage companies. 

Wells Fargo and Bank of America, originated 44 percent of all mortgages in the second 
quarter of 2009, up fiem 28.6 percent the previous year. The jump reflects Bank of 


■'Loretta J. Mestcr, Senior Vice President and Director of Research at the Federal Reserve Bank of 
Philadelphia, "Some Thoughts on the Evolution of the Banking System and the Process of Financial 
Intermediation," Economic Review, First & Second Quarters, 2007, available at: 
<http://www.flrbatlanta.oigdilelegacydocs/erql07_Me5ter.pdf>. 

’ James Brock, "Merger Mania and Its Discontents: The Price of Corporate Consolidation," Multinational 
Monitor, luly/August 2005, available at; 

<http://www.multinationalmonitor.orgimiii2005/072005yhn)ck.html>. (In a brief review of mergers duough 
2005, Brock writes, "Through two decades of ever-larger acquisitions, NationsBank became one of the 
country's largest commercial banking concerns, absorbing C&S/Sovtan (itself a merged entity). Boatmen's 
Baneshares ($9.7 billion deal), BankSouth and Barnett Bank ($14.8 billion acquisition). Then, in 1998, 
NationsBank struck a spectacular $60 billion merger with the huge Baiik of America, which itself had been 
busily acquiring other major banks. The merger between NationsBank and B of A created a financial 
colossus controllh^ nearly $600 billion in assets, with 5,000 branch offices and nearly 15,000 ATMs. Bank 
of America then proceeded to acquire Fleet Boston — which had just completed its own multi-billion 
dollar acquisitions of Bank Boston, Bay Bank, Fleet Financial, Shawmnt, Summit Bancorp and NatWest. 
Giants Banc One and First Chicago NBD — their size the product of numerous serial acquisitions — 
merged, and the combined entity was subsequently absorbed by J.P. Morgan which, in turn, had just 
acquired Chase, after the latter had merged with Manufacturers Hanover and Chemical Bank in the 
fmancid business of underwriting stocks mid bonds. Other mega-mergers include the $73 billion 
combination ofCiticorp and Travelers Group in 1998, as well as the acquisition of leading brokerage Bims 
by big banks, including Morgan Stanley's ill-fated acquisition of Dean Witter.") 

‘ Lorenta J. Mester, Senior Vice President and Director of Research at the Federal Reserve Bank of 
Philadelphia, "Some Thoughts on the Evolution of die Banking System and the Process of Financial 
Inteimediatioii," Economic Review, Fiist & Second Quarters, 2007, available at: 
<http://www.ffbatlanta.o^/fi]elegacydocs/Brql 07_Mester.pdf >. 

' Jane D'Arista, 'Tinancial Concentration." Wall Street Watch, August 2009, available at; 
http://wallstreetwatch.org4ilog/7p=73. 
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America's acquisition of Countrywide, and Wells Fargo's takeover of Wachovia,® Other 
metrics also reveal a starkly more concentrated market: The market share percentage of 
deposits held by JP Morgan Chase, Wells Fargo, and Bank of America has risen from 21 
percent in 2007 to 33,9 percent in 2009, according to SNL Financial data reported by The 
Washington Post.® The top four banks held 49 percent of total banking assets as of June 
2009;’® a roughly 50 percent jump from June 2003, when the top four held 33 percent of 
total assets.” 

The financial industry has also witnessed another kind of consolidation over the last 
decade, following the repeal of the Glass Steagall and related acts, and adoption of the 
Gramm-Leach-Bliley Financial Modernization Act of 1999. Gramm-Leach-Bliley paved 
the way for commercial banks to merge with insurance companies and investment banks. 
It helped introduce the speculative risk-taking culture into commercial bankir^ — 
providing the toxic mix of government insurance and speculative betting that helped 
generate the financial crisis.” 

The financial crisis has intensified the combination of commercial banks and other 
financial enterprises, with JP Morgan's acquisition of Bear Steams and Bank of America's 
takeover of Merrill Lynch. 

Bigger banks are bad for society. Although there ate contradictory studies in the area, 
there is compelling evidence that large banks take on more risk than smaller banks, while 
providing inferior service and higher charges to consumers. Studies have shown that 
compared to smaller banks, large banks take on greater leverage,’® more investments in 
derivatives, and higher percentages of uninsured deposits.” Derivative risk, in fact, is 
overwhelmingly concentrated in the top banks: The top five banks own 96 percent of all 


* Btate Berry, "Mortgages' Big Two Are Too Big to Avoid," National Mortgage News, September 30, 2009, 
available at: <http://www.nationalmor®ageiiews.coni/lead_story/?stoiy_id-96>. 

’ David Cho, "Banks Too Big to Fail' Have Grown Even Bigger (The Big Get Bigger)," The Washington 
Post, August 28, 2009, available at: <http;/7www.washingtonpostcom/wp- 
dyn/content/graptir(;/2009/08/28/GR200908280D426.htnd?sid=ST2009082800437>. 
''’<litq)://www,federalreserve.gov/releases/lbr/currenFdefBult.htm>. 

<litq)://www.federalrBS0rve.gov/releases/lbr/2OO3O63O/trg_bnk_lst.tst>. 

“ "When repeal of Glass-Steagall brought investment and cconmercial banks together, the investment-bank 
culture came out on top. There was a demand for the kind of high returns that could be obtained only 
through high leverage and big risk taking.” Joseph St^litz, "Capitalist Fools," Vanity Fair, January 2009, 
avaiiabls at: <http://www,vanityfair.conitoagazine/2009A)l/5tigiita200901>. 

Rebecca S. Demsetz and Philip E. Strahan, Federal Reserve Bank of New York, Research Paper 9506, 
April 1995, available at: <http://www.newyorkfed.org/research/staff_ reports/research j)Bper5/9506,pdf>, 
See also Arnold Danielson, "Getting Ready for the 2l5t Century: A Look at Recent Bankii® Trends," 
Banking Pol'y Rep,, March 15, 1999. (Banks larger than $50 billion had an average capital ratio of seven 
percent while banks between $ 1 00 million to $2 billion in size had an average capital ratio of just over nine 


Office of file Comptroller of die Currency, "OOC's Quarterly Report on Bank Tradit^ and Derivatives 
Activities, First Quartet 2009” available at: <ht(p9/www.occ.treas.gov/ftp/release/2009-72a.pd£>. 


percent). 

Rebecca S. Demsetz and Philqi E. Strahan, Federal Reserve Bank of New York, Research Paper 9506, 
April 1995, available at <bttp://ivww.newyoikfed.org/re5eatch/staff reports/research_paper5/9506.pde= 
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U.S. bank-owned financial derivatives (by notional value).*^ The top five banks own 80 
percent of the entire U.S. derivatives risk.'^ 

These risky policies combine to exacerbate institutional and systemic risk. Jane D' Arista 
offers one example: "Much of that increase [in borrowing by the banking sector] reflects 
leverage - that is, borrowing (under repurchase agreements) using assets reported on 
their books as collateral to obtain cash to buy additional assets that could be held off- 
balance-sheet. Institutional size mattered because the margin of return over the cost of 
borrowing was so small that profitability depended on the size of the position and thus on 
the ability to attract the amount of funds needed to finance a huge pool of investments. 
The result of burgeoning leverage was even larger balance sheet and (especially) off- 
balance-sheet liabilities that increased the market dominance of these institutions at the 
same time that it exacerbated their fi'agility and interdependence." 

The too-big-to-fdl enterprises also benefit fiom an implicit subsidy, as fliey ate able to 
raise funds on the capital markets at a lower interest rate, reflecting their perceived 
invulnerability to failure. Economist Dean Baker and researcher Travis McArthur find the 
cost of funds for institutions with assets in excess of $100 billion to be .78 percentage 
points less than the average cost of funds for smaller banks. The difference in cost of 
funds has leapt dramatically since the financial crash, which Baker and McArthur 
attribute to the adoption of a nearly formalized too-big-to-fail policy. This difference - 
which Baker and McArthur emphasize is sure to change over time, and may shrink - 
implies an atmual subsidy to large financial institutions of roughly $34 billion.'* 

On the consumer side, there is evidence that larger banks charge higher overdraft fees, 
checking account fees and ATM fees.'^ 

There is no public policy rationale for maintaining mega-financial institutions (beyond 
the not unimportant presumption that firms should be left alone). Proponents inevitably 
cite synergies and efficiencies for every merger, but retrospective analyses (as well as 
common sense) show that these do not emerge.™ Even the savings ftxim closing branches 


office of the Comptroller of the Cuirency, "Quarterly Report on Bank Tfading and Derivatives 
Acdvities, First Quarter 2009," available at: <htlp;//wivw.occ.tieas,gov/ftp/release/2009-72a.pdf>, 

David Katz, "Five Firms Hold 80 percent of Derivatives Risk, Fitch Report Finds," CFO, July 24, 2009, 
available at: <http://www.cfo .comaiarticle.cfiii/141 i3089>. 

Dean Baker and Travis McArthur, "The Value of the Too Big to Fail’ Big Bank Subsidy," Center for 
Economic and Policy Research, September 2009, available at: 
<http://www.cepr.net/index.php/pubHcations/reports/too-big-to-feil-subsidy>. 

Timofliy H. Hannan, "Retail Deposit Fees and Multimarket Banking," Federal Reserve Board, December 
2005, available at: <http://www.f^eralreserve.gov^bs/feds/2005/200565/200565pap.pdf>. 

^ Sep Alien N. Berger and David B. Humphrey, "The Dominance of Inefficieneies Over Scale and Product 
Mix Economies in Banking," J, Monetary Econ., 117-48, Ai^st 28, 1991; Allen N. Berger and David B. 
Humphrey, "Megamergers in Banking and the Use of Cost Effieieney as an Antitrust Defense," 37 
Antitrust Boll. 541, 554-65 (1992); Simon Kwan and Robert A. Eisenbeis, "Mergers of Publicly Traded 
Banking Organizations Revisited," Fed, Res, Bank of Atlanta, Econ. Rev., 4th Qtr. 1999; Jane C. Linder & 
Dwight B. Crane, "Bank Mergers: Integration and Profitabili^," 7 J. Fin. Servs. Res. 35, 40-52 (1992); 
StavTos Peristiani, "Do Mergers Improve the X-EfSciency and Scale Efficiency of U.S. Banks? Evidence 
ftom the 1980s," 29 J. Money, Credit & Banking 326, 329-33, 336-37 (1997); Steven J. Pilloff, 
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and layoffs are offset by increased costs.^* The behemoth financial institutions have long 
passed the point of absorbing all available economies of scale. Reasons the financial 
companies continue to grow in size, despite a paucity of evidence that such growth 
contributes to efficiency, include empire buildii^ and executive compensation, which 
often rises in conjunction with greater institutional size.^ 

Defenders of the goliath financial institutions sometimes claim they are necessary to 
service giant non-financial corporations, and that the United States needs goliaths to 
compete globally, But these claims are meritless. Large corporations may need large 
banks, but there is no reason to believe they need banks on the scale of today^s giants 
versus the size of the top banks a year ago, or five years ago. The global competition 
argument collapses once it is recognized that larger banks are not more efficient - on 
exactly what terms arc the colossus banks supposed to be better competitors?^^ 

But even if there were a narrow economic case to be made for preserving the giant 
financial corporations, it would be overwhelmed by two countervailing concerns: the 
creation of too-big-to-iail institutions, and the excessive political power of the Wall 
Street giants. These concerns signal the need for a policy bias against giant financial 
institutions, and a willingness to employ appropriate tools to prevent and unwind undue 
concentration among financial firms. 

The too-big-to-fail problem has hovered over policymaking in the U.S. financial sector 
for at least a quarter century, since the bailout of Continental Illinois. The current crisis 
has now shown how too-big-to-fail endangers the national (and global) economy. I'oo- 
big-to-fail was a cause as well as cost of the crisis. On the one hand, the backstop of a de 


'Terformance Changes and Shareholder Woalfe Creation Associated with Mergers of Publicly Traded 
Banking Institutions/* 28 J. Money, Credit & Banking 294, 297-98, 301, 308-09 (1996). 

Arthur E. Wilmardi, Jr., "The Transformation of the U.S. Financial Services Industry, 1975-2000; 
Competition, ConsolLdation and Increased Risks," 2002 U, III. L. Rev. 2 215 (2002), available at: 
<httpy'/papers.ssm.coni/sol3/papers.cfin?dbstract_id=315345>. 

Allen N. Berger and David B, Humphrey, "The Dominance ofhiefficiendes Over Scale and Product Mix 
Economies in Banking," J. Monetary Boon., 1 17-48, August 28, 1991 ; Arthur E. Wilmarth, Jr., "The 
Transformation of the U.S. Financial Services Industry, 1975-2000: Competition, Consolidation and 
Increased Risks," 2002 U. 111. L. Rev. 2 215 (2002), avmlable at: 
<htq>;/^apers.ssm.coni/soI3/papers.cfin7abstractJd=315345>. 

“ On these matters generally, see multiple posts by Simon Johnson and James Kwak at 
www.baselinescenario.com. In an October 12, 2009 posting, "Who Needs Big Banks?," Kwak writes: 

"Lef s take a big, global transaction — say, a debt offering. Here, arguably, it might be good to have a 
smgle bank with gbbal scale, since you want to sell bonds in as many markets as possible in order to get 
the broadest possible pool of investors. In 2008, J&J issued $1.6 billion (face Value) of bonds. Who got the 
deal? Goldman, JPMoigan, Citi, Deutsche Ban^ Bank of America, Morgan Stanley, Williams Capital 
Group, BNP P^ibas, HSBC, Mitsubishi UFJ, and RBS Greenwich Capital. Eleven investment ba^ based 
in five countries, including five U.S.-based h anks , (in 2007, J&J issued 500 million pounds of debt, using 
thirteen underwriters “• six of whom were not involved in the 2008 offering; two out of three book-running 
manners were Eurt^ean banks.) So when push comes to shove, pur beloved mega-banks are nowhere near 
up to the task. What this tells me is that it's the b^ companies that call the shots, and tiiey like parceling out 
business to lots of banks. This is another basic principle of business: it’s better to have multiple suppliers 
than one supplier, so you can keep tiiem in competition." Available at: 
http://baseliiiescenario,cmn/2009ho/l2/who-ne^s-big-baDksyWmore-521 6. 
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facto federal guarantee helped drive the financial sector to an ever-greater speculative 
frenzy. The giants threw caution to the wind, in part because of the ^sumed federal 
backstop. On the other hand, the imminent threat of institutional failure has drained 
hundreds of billions of dollars ftom federal coffers, and required trillions of dollars of 
public supports for Wall Street. 

Not unrelatedly, the Wall Street goliaths accumulate ex&aordinaty and dangerous 
political power. This distorts appropriate policym^dng in all kinds of ways, involving 
matters liom trade to climate policy.^ Most acutely, this accumulated power enables 
Wall Street to lobby effectively for deregulation that makes speculation, financial bubbles 
and subsequent collapse more likely;^ for tmconditional bailouts in the face of crisis; and 
against modest restraints even in the aftermath of financial crash and bailout (as is 
currently the case). 

It is inconceivable that the advantages of maintmning giant fmancial firms, if any were 
demonstrated, could outweigh - or even come close to offsetting -- the enormous costs 
attached to entrenchment of too-big-to-fml financial corporations and the associated 
subversion of effective democracy. 

Antitrust Tools to Address Too-Big-to-Fail 

In considering the too-big-to-feil problem, the issue, of course, is not whether the too-big- 
to-fail institutions are monopolies; although market concentration is fast worsening, the 
commercial banks and most too-big-to-fail financial institutions probably do not possess 
monopoly power nationally (^though they may in local retail markets). Because the too- 
bdg-to-feil problem is nonetheless a problem of size (as well as the more complicated 
issue of interconnectedness), Cot^ress, and relevant federal agencies, should employ 
^ropriate antitrust principles and utilize appropriate antitrust tools to address the too- 
big-to-fail problem. The idea is to apply these concepts and instruments in a context 
closely akin to, but slightly different fi'om, traditional antitrust analysis. What are the 
implications of this approach? 

First, the most powerful implement in the antitrust toolkit is to break up existing 
enterprises. We believe using this tool is the simplest and most efficient way to deal with 
the too-big-to-feil problem. With Alan Greenspan, we agree that 'Tf they're too big to fail, 
they’re too big."“ 

Pursuing a break-up-the-banks policy tvould be no simple matter, of course, particularly 
given that a substantial (if uncertain) number of institutions that have achieved too-big- 
to-fail status. A deconcentration process would necessarily have to take place over time. 


“ On this matter generally, see Robert Kuttner, TJie Squandering of America: Haw the Failure of Our 
Politics Undermines Our Prosperityy New Yoric: Knopf, 2007s 

“ See Robert Weissman and James Donahue, "Sold Out: How Wall Street and Washington Betrayed 
America," March 2008, available at <http:/Avww,wall^reetwatch,oig/soldoutreport.php>. 

^ Quoted in Scott Lamnan and Michael McKee, "Greenspan Says He's Not Concerned About Dollar’s 
Drop," Bloomberg, October 15, 2009, available at: 

<ht^:/Avww.bIoomberg-coni/apps/news?pid=2060 1 103&sid=ai02YskF0RqI>. 
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It could be managed in a top-down fashion, with government regulators manning the 
break-up process. Alternatively, the government could instruct the mega instimtions to 
sell off operations or spin off subsidiaries in line with government established targets. 
Graduated over time, it is very feasible. To address its own financial difEculties, 
Citigroup is undertakii^ this sort of process on its own initiative right now. 

A more modest approach would be to unwind some or all of the recent megamergers. 
Undertaken in times of crisis, it is now evident, as noted above, that they have worsened 
both the size problem, and the problem of combining commercial banks and other, riskier 
financial institutions. 

Second, Glass-Steagall, or an updated version of the venerable law repealed in 1999, 
should be reinstated. The cote idea of Glass-Steagall remains hi^y relevant; Insured 
depository institutions should be kept separate fimm insutance companies, investment 
banks or other enterprises undertaking risky investments. The combination of commercial 
banks with risk-seeking subsidiaries in a single corporate entity is an invitetion to disaster 
- for the corporate entity, and, in the case of larger institutions, for the financial system 
overall. 

Beyond Glass-Steagall's structural restraints, there should be put in place additional rules 
to control excessively risky practices by commercial banks. Paul Volcker has identified 
this set of activities as including ownershm of hedge funds and private equity funds, and 
undertaking of heavy proprietary trading.'' 

Third, while we believe that breaking up the mega-financial institutions, and imposing a 
new Glass Steagall regime, arc both desirable policies on the merits, we would also 
support less robust measures toward the same end. One less ambitious approach would be 
to impose a standstill or do-no-harm rule, so that the too-big-to-fail and related problems 
do not grow worse. This would suggest the need for a prohibition on acquisitions by 
existing too-big-to-fail institutions, a prohibition on mergers among large financial 
enterprises whose combination would create too-big-to-fail or nearly too-big-to-feU 
companies, and aprohibition on new mergers and acquisitions combining commercial 
banl^ with non-commercial bank enteiprises. 

Reiatedly, the same rules should at least presun^tively guide the actions of a resolution 
authority, an issue I discuss below. 

Fourth, the existing 1 0 percent concentration limit for depository institutions should be 
enforced.^ Under the Riegle-Neal Interstate Banking and Branching Efficiency Act of 


Paul Volcker, Testimony before the House Financial Services Committee, September 24, 2009, av^able 
at: <http://www.house.gov/appa/lisWiearing/flnanciaIsvos_dem/fclir_092409alitin]>. f 'As a general matter, 
I would exclude flom commercial banking institutions, which are potential beneficiaries of official (i. e., 
taxpayer) financial support, certain risky activities entirely suitable for our capital maikets. Ownership or 
sponsorship of hedge funds and private equity funds should be among diose prohibited activities. So should 
in my view a heavy volume of proprietary trading with its inherent risks.") 

'"12 use 1 842(dX2)(A) ("The [Fedetal Reserve) Board may not approve an application pursuant to 
paragraph (1 XA) if the applicant (including all insured depository institutions which are ^filiates of the 
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1994 , a bank may not acquire another bank if the acquisition will give it more than 10 
percent of deposits held nationwide. 

Congress should also consider lowering the limit to a point well below the too-big-to-Ml 
thrediold. 

Fifth, Congress — through hearings and/or commissioned studies ~ should assess what 
constitutes appropriate size or interconnected limits for non-depository assets. These 
limits should be designated with an eye to both pro-competition objectives and 
preventing too-big-to-fail and systemic risk problems. The proliferation of financial 
assets makes an assessment of appropriate limits a complicated task. How great a holding 
of derivative instruments is required before an institution poses a systemic risk? Should 
this question be considered as a percentage of outstanding derivatives? An absolute total? 
This line of inquiry should also explore what set of assets should be subjected to limits; 
Does it matter fl'om a pro-competitive or systemic risk perspective if individual 
institutions gain more than 10 percent each of alt mortgages? All credit card business? 

Sixth, if there is discomfort with acting immediately on break-up and Glass-Steagall 
proposals. Congress should create an independent commission to assess the structure and 
risks posed by the financial services industry This line of inquiry would be wholly 
distinct fiom the important efforts to investigate the causes of fee financial crash. Instead, 
it would focus on how the evolving stmeture of the industry impacts competition and 
systemic risk. 

Seventh, Congress should impose a fee on the too-big-to-fail institufions to capture for 
the public the subsidy these corporations are receiving in credit markets. This fee should 
be separate from other fees aiming to deter creation of too-big-to-fail corporations, fund a 
resolution authority for such institutions, or serve other purposes. 

Finally, special conduct rules should be ^plied to the largest financial institutions. 
Because of the systemic threats they pose, the largest insfitutions should be subject to 
special rules aiming to deter risky behavior and enable effective monitoring by 


^plicant) controls, or upon consummation of the acquisition for which such application is filed would 
control, mow than It) percent of die toM amount of deposits of insured depository institutions in the United 
States." 

“ Bert Foer of the American Antitrust Institute, who supports such a study commission, emphasizes the 
importance of (he Depression era Temporary National Economic Commission (TNEC). "The TNEC model 
is a way to bring tog^er a variety of viewpoints and develop a consensus over a sustained period of time 
and to come up with recommendations based on evidence, diverse ideas and directed debate. The actual 
contribution of the TNEC in terms of legislation was not great, but the TNEC led to acceptance of the idea 
fliat high levels of concentration could be dangerous and deserved to be the focus of national attention. And 
that realization eventually led to modifications of the Cla>ton Act, intended to stop monopolies, or near 
moui^olies, &om being formed through mergers." "The Centralization of Financial Power Unintended 
Consequences of Government-Assisted Bank Mergers," An Interview with Bert Foer, Multinational 
Monitor, Novembei/December ZOOS, available at; 

<httpy/www.multmationalraonitor,org/mm2008/1120[)S/uiterview-foer.htmi>. 
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govennnent regulators. And because these institutions are positioned to leverage their 
marketing and market power to gouge consumers, they should be subject to special 
consumer protection obligations. Appropriate conduct rules would include: 

• Prohibitions on i^e of offshore tax havens, which facilitate complicated and non- 

■ 30 

transparent maneuvermg. 

• Prohibitions, or at least stringent limits, on off-the-books accounting, which even 
if permissible obscure risk from regulators, 

• Mandating that bonus pay for liighly compensated executives and employees be 
linked to long-term performance, so that key employees are not incentivized to 
take speculative gambles with short-term payouts but long-term risks. 

• Prohibitions on excessively risky undertakings, particularly derivative exposure 
where neither party has an underlying interest (e.g., naked credit default swaps). 

• Enhanced reporting standards (not subject to exceptions otherwise in place) for 
derivative holdings and other risky investments, so that regulators and the public 
are better able to assess institutional and systemic risks, 

• Enhanced capital reserve standards. Ideally, these would be set high enough to 
offtet the real risks posed by too-big-to-ftil institutions, and thus to meaningfully 
deter creation of such excessively sized corporations. MIT Professor Simon 
Johnson argues that the appropriate coital standard fortoo-big-to-fail institutions 
should be 15 percent. 

• Enhanced consumer protection standards, including application of a 
"reasonableness" standard to dealings with consumers and the requirement of 
offering plmn vanilla financial products. 

• Enhanced affirmative obligations to serve consumers in underserved 
communities, including (for commercial banks) by offering lifeline accounts and 
accounts with low or no minimum balance requirements, 

• Obligations to distribute invitations via tegular and electronic mailings to 
consumers to join independent, federally chartered consumer organizations. 


In December 2008 the Government Accounting Office reported that Citigroup had 427 subsidiaries in 
jurisdictions listed as tax havens or financial privacy jurisdictions (including 90 in the Cayman Islands 
alone) — the largest number of any Fortune lOO company. Government Accounting Office, "Intematioual 
Taxation: Large U.S. Corporations and Federal Contractors with Subsidiaries in Jurisdictions Listed as Tax 
Havens or Financial Privacy' Jurisdictions," GAO-09-157, December 18, 2008, available at: 
<htq)r//v™w.gao.gov/pToducts/GAO-09- 1 57>. 
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Resolution Authority and Resolving to Avoid Unconditional Bailouts 

It is hard not to be somewhat sympathetic to the regulators who acted to rescue or merge 
(and in one notable case permit to go bankrupt) failing financial institutions in 2008 and 
2009. They faced a crisis of a scale unmatched over the last 70 years, they were forced 
into seat-of-the-pants decision-making, there were no guidelines to direct their efforts, 
and they were forced to operate vdth unclear, at best, legal authority. 

Nonetheless, it is hard to look at what was done over the past year-and-a-half and 
conclude it was anything less than disastrous. This is not to argue that the government 
should have done nothing. It had to intervene. But it did not have to, and should not have, 
offered an unrequited bailotrt. 

It is worth very briefly reviewing the ad hoc fashion in which regulators treated failing 
institutions over the past 1 8 months, in order to highlight the flaws in the inconsistent 
strategies used. 

In the case of the Bear Steams, the Federal Reserve gifted JF Morgan with an agreement 
to absorb $30 billion in Bear Steams risk, while orchestrating a low price amidst non- 
transparent negotiations for JP Morgan's acquisition of Bear. 

In the case of Lehman Brothers, regulators decided to permit the firm to go bankrupt. 

This deeision appears more reckless and misguided in retrospect than it did 
contemporaneously. It is also the case that a financial crisis was hkely inevitable 
irrespective of what happened at Lehman, Noneflieless, the decision to permit the 
bankruptcy was clearly a mistake; it functioned as the trigger for an all-out panic in 
financial markets. 

With AIG, regulators decided they could not permit another failure. Enormous sums of 
taxpayer money have been pumped into AIG in order to satisfy obligations to derivative 
counterparties. In this sense, the "AIG bailout" is a misnomer; the bailout of AIG has 
really served as a backdoor bailout of the giant firms on Wall Street, led by Goldman 
Sachs, and overseas (where AIG sent half of its credit defeult payments, after being 
bailed out). These flints, unjnstiflably, escaped even a hair cut; mstea4 they were paid 
100 cents on the dollar, even as AIG faced insolvency. New management is in place at 
AIG, but even though the government now owns nearly 80 percent of the company, it is 
not directing operations, though it does appear to be pressuring management to sell off 
units and take other steps to raise revenues. 

With Merrill Lynch, regulators again arrai^ed a shotgun marriage. The murky conditions 
of the deal are now the subject of major controversy, as Congressional investigators peel 
back layers of secrecy to determine who knew what about Merrill's pending bonus 
payments, and who promised what to whom. 

In the case of Citigroup, the government has provided supports going far beyond TARP 
and the one-third share acquired in the company. Amot^ other measures, the government 
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has offered a guarantee on $290 billion of Citi's toxic assets. The FDIC is reportedly 
pressuring Citi both to shed assets and shake up internal management. 

The government did not and has not required reciprocity ftom any of the bailed-out firms 
(the GSEs we a separate case, and unique in that the government is using these 
enterprises " now 80 percent publiciy owned - as tools of public policy). Apart fiom 
insignificant standards in the important area of executive compensation, the government 
has not demanded changed behavior &om the firms it has saved from ruin. Not an end to 
risky speculation, not mortgage modifications, not even an end to credit card ripoffs. 

This recent history makes clear that things should be done differently next time, and 
offers a strong affirmative case for estahlishing resolution authority for non-bank 
financial institutions. 

The government needs tools to move quickly and with some policy flexibility in cases of 
insolvency or pending insolvency of large financial corporations whose failure poses 
systemic risk. 

On the one hand, bankruptcy is unlikely to serve as a satisfactory means to address the 
Mure of too-big-to-fail institutions. The process is too slow, leaving too much uncertain 
for too long. For institutions vdth large derivative exposure, bankruptcy may trigger 
artdttin nal liability ~ worsening the condition of the failing enterprise, and worsening the 
systemic risk problem. And, after the Lehman experience, it is implausible that 
govenunent regulators will permit too-big-to-fail institutions to file bankruptcj^, they will 
find some way to bail them out. As Paul Volcker told the House Financial Services 
Committee, "Experience, not only here but in every country with highly developed, inter- 
connected financial systems and institutions bears out one point. Governments are not 
willing to withhold financial and other support for failing institutions when there is a 
clear threat to the intertwined fabric of the financial system."^' 

On the other hand, the bailout strategy is unacceptable. It may alleviate some of the short- 
term risks of systemic collapse posed by the bankruptcy approach, but it unjustifiably 
plunders the public treasury to support failed, reckless enterprises, while reinforcing the 
cycles that lead to periodic failure and ever larger bailouts. The recent round of bailouts; 
1) through trillions of dollars of public supports, maintained large financial institutions 
that likely are insolvent, encouraging fiirtbcr recklessness going forward; 2) resulted 
through mergers in larger and more interconnected too-big-to-fail iirstitufions; and 3) 
provided counterparties of the otherwise-failing AIG with 100 cents on the dollar, 
shifting all costs flum AIG's reckless behavior from the counterparties to the public. 

The resolution authority, by contrast, rejects the let-the-chips-fall-where-they-may 
approach of bankruptcy as too dangerous in the case of systemically important 
institutions. Yet, in contrast to bailout ^roach, it offers a strategy of intentional and 
structured government intervention, rather than makeshift and haphazard actioir. A 


Paul Volcker, Testimony before the House Financial Services Committee, September 24, 2009, available 
at <htq):i/www.liouse.gov/apps/lisdhearing/financia1svcs_dein/fchr_092409.shtml>. 
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resolution authority gives the govemmeut lie tools it needs to address systemic risk, and 
the means to act through mechanisms other than throwing taxpayer money at financial 
behemoths that have grown so large that their failure threatens the functioning of the 
financial system. 

A carefully vectored resolution authority will hopefiilly help deter financial institutions 
fiom mutating into too-big-to-fml enterprises; exercise of the authoritj' would represent a 
failure both to curtail the existence of excessively sized institutions and of prudential 
regulation, But resolution authority can only dp so much. It is no substitute for a 
competition policy breaking t^ the big financial institutions (as well as asymmetric 
standards - including capital reserve standards and fee assessments -- tilted against 
excessively big institutions), nor for sound regulation. 

Nor is resolution authority an automatic guard against the hazards of a bankruptcy 
process or the bailout approach. Unless carefully implemented, and with properly 
equipped regulators, resolution could potentially result in the same dangers as bankruptcy 
(for example, in triggering posting of collateral to derivative counterparties). A resolution 
authority is also vulnerable to becomii^ a bailout vehicle, or replicating bailout 
outcomes. This latter risk is particularly acute, and suggests the need for legislative 
directives and presumptions. 

First, consideration should be given to establishing that institutional resolutions will 
presumptively draw exclusivdy on the avmlable assets of the institution undergou^ 
resolution This approach would eliminate the risk of bailout. The presumption might be 
established by stipulating that the resolution authority not have access to ejdemal 
financu^ (besides some modest amount to administer institutions under conservatorship 
or receivership) unless there is a written finding of emergency need by a top official (for 
example, the Treasury Secretary, or the chair of the Federal Deposit Insurance 
Corporation) or perhaps by the systemic risk regulator, if one is created. A stronger 
presumption would prevent access to external financing except by act of Congress, 
although this approach would seem to build in unacceptable delays for what is by 
definition an urgent circumstance. 

Second, and relatedly, there should be a strong presumption that - excluding insured 
depositors, consumers in regulated industries such as insurance, secured creditors and 
perhaps other designated categories where there is a demonstrable public policy interest 
in providing de fecto government insurance -- creditors of an institution in resolution will 
take a haircut There should never be a repeat of the AIG fiasco, with credit defeult swap 
counterparties siphoning publie fimds in order to receive one hundred cents on the dollar. 

Third, to the extent that the resolution authority will have access to substantial financing, 
these resources should be drawn firom the category of too-big-to-fail institutions (if they 
are quasi-formally designated as Tier One institutions) or simply fimm the biggest 
financial firms. These resources should be raised fl'om fees assessed before the next 
financial crisis. Based on recent experience, the needed resources may be veiy substantial 
in scale. There wiU understandably be reluctance to collect such fees in the aftermath of a 
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crisis, while the financial sector is struggling; and delay is likely to mean the fees are 
never collected. Legislation adopted now should set a date in the near-to-medium fiitiire - 
- perhaps two years firom now -- when fee collection will begin. 

Fourth, direction should he given to the resolution authority not to deepen the too-hig-to- 
fail problem. In merging a failir^ corporation into another firm, or selling off a failing 
corporation's pieces, there should be a strong presumption against combinations into an 
already too-big-to-fail institution, or one close to that status. It is important that this 
heavy presumption be legislated, and implemented in advance of the next crisis. Financial 
crises necessarily demand exigent decision-making, and in such circumstances the easiest 
solution will often be to merge a foiling company into another financial giant, since only 
other behemoths will have the financial capacity to absorb the failed firm. Specific 
guidance directing the authority to work to avoid exacerbating the too-big-to-feil problem 
is also necessary, because an exclusive focus on recovery of taxpayer assets may prod the 
authority to turn to too-big-to-feil acquirers. While recovery of taxpayer assets must be a 
high-level concern, it would be a mistake to prioriti2s short-term repayment over the 
long-term public interest in preventing future crises. 

Fifth, and following the principle of the preceding point, direction should be given to the 
resolution authority not to increase risk-taking by commercial banks. In merging a feilmg 
non-bank financial institution into another financial institution, or selling off a foiling 
corporation's pieces, there should be a strong presumption against combinations into a 
commercial bank (or a bank holding company). The core of the too-big-to-feil problem is 
that de facto insured corporations will be incentivized to take excessive risk. This is a 
particularly acute problem when the too-big-to-fail institution is backed up by an explicit 
dqjository insurance program. 

A presumption against combining investment banks and other risk-taking institutions into 
commercial banks may in some cases be in tension with a presumption against 
combinations that increase market concentration. This tension can be resolved by a sixth 
principle: The resolution authority should have the power to maintain ownership of a 
resolved firm, if doing so serves public policy objectives; and it should also have 
authority to break up a failing firm and sell it off in pieces.^^ In either instance, the 
resolution authority's power should not be unduly constrained by the objective of 
mayit niring recovery to the public purse. Indeed, even where the resolution authority sees 
no purpose or advantage in holding a firm over time, there may be a strong pro- 
competitive 01 systemic risk rationale to selling the resolved firm in pieces (or spinning 
off components as standalone enterprises), a process certain to take more time than a one- 
off sale. 

Last, in disposing of resolved firms, the resolution authority should strongly consider 
conduct rules to advance established policy objectives. It is possible that attaching such 
rules will diminish the sale value of the resolved enterprise; but any such diminutioa in 
price should be considered evidence that costs would otherwise be externalized on 


This issue is explored in a forthcoming paper trom Corporate Ethics International, co-auUiored by 
Charlie Cray and me. 
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consumers or the financial system overall. Appropriate conduct remedies for 
consideration would track many of those elaborated above: ensuring incentive pay is 
linked to long-term performance; prohibiting practices that gouge consumers and 
requiring consumer-frieniily practices such as plain vanilla offerings; prohibitions on off- 
the-books and deceptive accounting maneuvers; limits or proliibitions on use of offshore 
tax havens; and prohibitions on excessively risky undertakings (for example, naked credit 
defeult swaps). 

Conclusion 

Mr. Chairman, thank you again for the opportunity to testify today. I hope that the 
Conmiittee follows np on today's hearing. The antitrust perspective suggests a range of 
needed policy approaches that are not instinctual for policymakers operating in other 
regulatory traditions. 

Wall Street is now populated by a handful of dominant mega-corporations — a smaller 
group of larger firms than existed even before the current financial crisis. Many ~ 
including many who believe the too-big-to-fail problem is a looming, ongoing, long-term 
and recurring threat to financial stability - believe this state of affairs is a fait accompli. 
The antitrast tradition teaches us that it need not be so. 
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Bankruptcy Law Is Inadequate for Systemically Significant Nonbank Institutions 

The current bankruptcy regime does not work well for bank holding companies and systemically 
significant nonbanks institutions, The federal government has long had the power to take over and close 
banks and other d^osit-taking Institutions whose deposits are insured by the government and subject to 
detailed regulation. But it has no such "resolution authority" with respect to bank holding companies and 
non-bank financial institutions such as insurance companies^ investment banks, hedge funds, private equity 
firms and other financial institutions. 

The bankruptcy of a systemically significant non-bank can aggravate liquidity problems and 
destabiKze financial markets, but the Bankruptcy Code's provisions for the distribution of tiie assets of a 
bankrupt financial institution take no account of the systemic considerations that regulators can and should 
consider, Because the bankruptcy system was not designed for these drcumstances, financial regulators may 
feel the need to prop up the ailing institution in order to avoid a messy and potentially destructive 
bankruptcy process. 

The government needs new power to seize non-bank financial entities whose collapse might 
jeopardize the national and global financial systems. In particular, resolution authority Is needed so that *e 
Federal Deposit Insurance Corporation (FDIQ can take into conservatorship or receivership bank holding 
companies such as Citigroup. Current law gives FDIC no authority over bank holding companies, which is 
where the main mischief— and damage — occurred. 

Given the potential risk from triggering acceleration clauses in credit default swap (CDS), there may 
be value in affording the regulator the auAority to perform — as FDIC regulators do — 'least cost resolution" 
anal5rsis. In the case of CDS exposures, resolution authority could include a non-receivership approach. The 
FDIC could, for example, require *e company to sell certain non-core businesses (with regulatory oversight] 
and disgorge troubled assets at the same time. 

The Proposal 

The Congressional Oversight Panel, the Treasury Department, and others have proposed establishing 
a receivership and liquidation process for systemically significant as well as other nonbank financial 
institutions that is similar to *e resolution system for banks. Undermost of these proposals, ±e FDIC would 
be empowered to appoint itself as conservator or receiver for failed or felling non-bank financial institution 
holding companies and their subsidiaries. 
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The FDTC would be charged not just with wielding resolution power but also setting standards that 
should limit the need to use the resolution authority. It would have responsibility over systemically 
important and other nonbank financial institutions and would share with Congress the responsibility for 
establishing resolution implementation standards- The FDIC would further have the authority to; 

• Make loans to the covered financial company or any subsidiary; 

* Purchase assets of the covered financial company or any subsidiary; 

• Assume or guarantee obligations of the covered financial company or any subsldiaiy; 

• Acquire any type of equity interest or security of the covered financial company or any 
subsidiary; 

* Take a lien on any or all assets of the covered financial company or any subsidiarj^ and 

* Appoint itself as conservator or receiver of the covered financial company. 

Bailouts Versus Resolution Authority 

Resolution authority would be a major improvement on the current bailout strategy, which uses 
taxpayer funds and loans and guarantees from the Federal Reserve to prop up banks that are, by any 
reasonable measure, insolvent The cost of the current strategy is that it prolongs a day of reckoning. It 
leaves in place seriously wounded banks incapable of serving the nation's credit needSj which prolongs the 
recession and creates the risk of a Japan-type "lost decade." 

The public-private partnership model announced in late March also creates huge opportunities for 
conflicts of interest with the government assuming most of the risk and private speculators appropriating 
most of the gain. It is unlikely to achieve its goal of increasing the market value of depressed securities 
because the underlying mortgages are only worth a fraction uf their nominal value. The bailout process is 
also almost totally non-transparent 

It would be far better to enact and then use resolution authority so that banks which are effectively 
insolvent are taken into public receivership by a government agency with the competence and capacity to do 
true audits rather than hypotiietical stress tests. As with resolution of smaller institutions by the FDIC, this 
^ency would assess how large is the hole in the institution's balance sheet, and decide what combination of 
public capital and bondholder losses should make up the loss. Incumbent management would be replaced, 
and the institution would be returned to new private ownership as soon as practical Experience on other 
nations that have suffered banking collapses (Japan, Sweden] suggest that this approach of acknowledging 
losses and recapitalizing institutions is preferable to a policy of piecemeal bailout 


A large set of organizations are working together to advance our common interest in an accountable, transparent 
and secure financial system, and to accomplish our shared policy goals. Because the organizations involved and the 
issues addressed are diverse, not every organization works on or has a policy position on every speciflc issue. We 
are unanimous in our call for change to repair our nation's broken financial system, establish integrity in the 
financial markets, and fecilitate productive economic activity that benefits all segments of our communities. 


Mr. Cohen. Thank you, Mr. Weissman. I appreciate it. 

Mr. Miller, who has been on our panel — he is our Black’s Law 
of bankruptcy; he is also associated with NYU and Columbia 
Schools of Law and the firm of Weil, Gotshal & Manges. 

Last thoughts? 
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Mr. Cohen. Microphone. 

Mr. Miller. Thank you. 

Professor Skeel stated my position much more eloquently than I 
can, and I will rely upon his statement. 

Mr. Skeel. He has a sense of humor, too. [Laughter.] 

Mr. Cohen. Mr. Conyers, do you have questions of the panel? 

Mr. Conyers. Well, I think we have covered it all except that I 
would think that in the next 2 to 3 weeks, if not sooner — Mr. King, 
I would like you to hear this, as well, because I would want to get 
the concurrence of this Committee — first of all, I think the selection 
of these professors, lawyers, experts is very, very much needed. I 
think that we may have to reassemble to monitor what the Con- 
gress does and what further — we have got to go over this tran- 
script. There is an incredible amount of material that we have got 
to digest and evaluate. 

We have had experts all over the place here, and I want to try 
to elicit an agreement that our panel would be able to come back 
and that we would be able to have them back as we proceed in a 
somewhat informal way that the Chairman has conducted this 
meeting, but it has been important. 

Why do you need a 5-minute rule? We are talking about the eco- 
nomic future of the Nation, and we are asking somebody to sum- 
marize in 5 minutes where this should go. And I appreciate the 
way that this has been conducted, and I commend all of you for 
what you have contributed to that. 

And I think Mr. Miller might want to comment in here, and I 
would like to yield to him if I can, Mr. Chairman. 

Mr. Cohen. Mr. Miller, briefly. We have got 10 minutes and Mr. 
King. But Mr. Miller, you are on. 

Mr. Miller. I think I have said all I want to say about my posi- 
tion and I would be happy to answer any questions. 

Mr. Cohen. Thank you, sir. 

And thank you, Mr. Chairman. 

Mr. King, briefly please? 

Mr. King. Thank you, Mr. Chairman. I am happy to expedite 
this, and I would second Chairman Conyers’ recommendation and 
suggestion. There is far too much knowledge and expertise here to 
dispense with it in 5 minutes of testimony each and a printed testi- 
mony. I hope we can find a time to do this in an environment 
where we can dig into this in depth. 

I had the whim to request a beer summit with all of you. I think 
that would be a constructive thing to do. 

But the testimony that I have heard and the testimony that I 
have read is engaging, and a lot of it concurs and overlaps, but the 
contradictions especially — those disagreements — I think we need to 
take some time to explore it in an intelligent fashion. And so rather 
than have me drill into one component of this I would really look 
at it at the broad perspective and second the recommendation of 
Chairman Conyers and ask that we do come back together and do 
justice to the quality of the witnesses we have today. 

I thank you and I would yield back. 

Mr. Cohen. Thank you, Mr. King. 

I appreciate all of the witnesses. I apologize for the timing. We 
are going to be out for another hour. We may, if you are kind 
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enough to return, ask you to return at a future time for another 
hearing. Your prepared remarks will he part of the record. 

We had, I think, a very good discussion and I appreciate Mr. Mil- 
ler coming up. He is the only one of the panelists who I was famil- 
iar with, and I am sure that each of you could have contributed as 
well, hut it would have not been maybe as — it might have been un- 
wieldy. So I thank you for allowing me to have that type of discus- 
sion, which I think was helpful to us. 

It is an issue — bankruptcy versus resolution — and maybe it is an- 
other issue because people talked about the bailout. And when do 
you — the compelling interests of the — ^but you lose some — some of 
the people lose out if you go to resolution that don’t lose out in 
bankruptcy. They have to be thought about. 

And there is a concern in this Nation that we have done too 
much, as I think Barney Frank talks about the collateral benefit 
that to help the whole country we have had to help some people 
who aren’t deserving of help because they are not appreciative and 
they are such gluttons that they poison the water to where nobody 
wants to swim there again. And we might have to go there again, 
but it will be difficult because of the great white sharks that are 
out there swimming in that water. 

Mr. Conyers. Would the Chairman yield for 

Mr. Cohen. Yield to the Chairman of the Chairman 

Mr. Conyers. I just wanted all of you to know that we have been 
in consultation with Chairman Barney Frank, and that both the 
Judiciary Committee and the Finance Committee are moving to- 
gether — we are not at odds or in competition. We met before this 
hearing, and we will certainly be meeting before we all reassemble 
again. So the thoughts and recommendations that you accumulate 
in preparation for this next Committee hearing, we will be looking 
forward to. 

And again, I want to extend my thanks to each of you for what 
you have done and contributed here today. 

Mr. Cohen. Thank you, Mr. Conyers. 

And I would like to thank all the witnesses for their testimony 
and their — today. 

Without objection. Members have 5 legislative days to submit 
any additional written questions which we forward to the wit- 
nesses, and we would ask you to answer promptly as you can to 
be made part of the record. Without objection the record remains 
open for 5 days for submission of other materials. And I thank each 
Member for their time, their patience, their forbearance for the 
way I ran the Committee and the time that we took. 

This hearing of the Subcommittee on Commercial and Adminis- 
trative Law is adjourned. 

[Whereupon, at 3:11 p.m., the Subcommittee was adjourned.] 
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Material submitted by the Honorable Lamar Smith, a Representative in Con- 
gress FROM the State of Texas, and Ranking Member, Committee on the Ju- 
diciary 
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OPINION I FEBHLI«tY9,200a 

How Government Created the Financial Crisis 

Research shows the failure to rescue Lehman did not trigger the fall panic. 

By JOHN B. TAYLOR 

Many are calling for a g/ii-type commission to investigate d»e tinandal crisis. Any such investigation should not rule 
out government itself as a major culprit My research shows that goveromeut actions and iaterventions ~ not any 
inherent failure or instability of the private economy — caused, prolonged and dramatically worsened the crisis. 

The classic explanation of financial crises is that th^ are caused by excesses — frequently monetary excesses -- which 
lead to a boom and an inevitable bust Tbb crisis was no different: A housing boom followed by a bust led to defaults, 
the implosion of mortgages and mortgage-related securities at financial institutions, and resulting financial turmoil. 

Monetary excesses were the main cause of the boom. Ihe Fed held its target interest rate, especially in 2003 - 2005 , wdl 
below known monetary guidelines that say what good policy should be based on historical experience. Keeping interest 
rates on the track that worked well in the past two decades, rather than keeping rates so low, would have prevented the 
boom and the bust. Researchers at theOrgaoization for Economic Cooperation and Development have provided 
corroborating evidence from other countries: The greater the degree of monetary excess in a country, the larger was 
the housing boom. 

The effects of the boom and bust were amplitied by several complicating factors mchiding the use of subprime and 
adjustable-rate mortgages, which led to excessive risk taking. There is also evidence the excessive risk taking was 
encouraged by the excessively low interest rates. Delinquency rates and foreclosure rates are inversely related to 
bousing price inflation. These rates declined rapidly during the years bousing prices rose rapidly, likely throwing 
mortgage underwriting programs off track and misleading many people. 

Adjustable-rate, subprime and other mortgages were packed into mortgage-backed securities of great complexity. 
Rating agencies underestimated the risk ofthese securities, either because of a lack of competition, poor 
accountability, or most likely the inherent difficulty in assessing risk due to the complexity. 

Other government actions were at play: The government-sponsored enterprises Fannie Mae and Freddie Mac were 
encouraged to expand and buy mortgage-backed securities, including those formed with the risky suhprime 
mortgages. 

Government action also helped prolong the crisis. Consider that the financial crisis became acute on Aug. 9 and 10 , 
2007 , when money-market interest rates rose dramatically. Interest rate spreads, such as the difference between 
three-month and overnight interbankloans, jumped to unprecedented levels. 

Diagnosing the reason for this sudden increase was essential for d^rmining what type of policy response was 
appropriate. If liquidity was the problem, then providing moreliquidityby making borrowing easier at the Federal 
Reserve discount window, or opening new windows or facilities, would be appropriate. But if counterparty risk was 
behind the sudden rise in money-marketinterest rates, then a direct focus on the qualityand transparency of the 
bank's balance sheets would be appropriate. 

Early on, policy makers misdiagnosed the crisis as one of liquidity, and prescribed the wrong treatment. 
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To provide more liquidity, the Fed created the Terra Auction FadKly (TAF) in December 2007. Its main aim was to 
reduce interest rate spreads in the money markets and increase the flow of credit. But the TAF did not seem to make 
much difference. If the reasonforthespread was counterparty risk as dbtinct^om liquidity, this is not surprising. 

Another early policy response was the Economic Stimulus Act of 2008, passed in February. The major part of this 
package was to send cash totaling over $iOQ billion to individiials and families so th^ would have more to spend and 
thus jump-start consumption and the economy. But people spent little if anything of the temporary rebate (as predicted 
by Milton Friedman's permanent income theory, which holds that temporary as distinct from permanent increases in 
income do not lead to significant increases in consumption). Consumption was not jump-started. 

A third policy response was the very sharp reduction in the target federal-funds rate to 2 % in April 2008 from 5.25% in 
August 2007. This was sharper than monetary guidelhies such as my ownTajdor Rule would prescribe. The most 
noticeable effect of this rate cut was a sharp depredatiou of the dollar and a large increase in oil prices. After the start 
of the crisis, oil prices doubled to over $140 in July 2008, before plummeting back down as expectations of world 
economic growth declined. But by then the damage of the high oil prices had been done. 

After a year of such mistaken prescriptions, the crisissuddenly worsened in September and October 2008. We 
experienced a serious credit crunch, seriously weakening an economy already suffering from the lingering impact of 
the oil price hike and bousing bust. 

Many have argued that the reason for this bad turn was the goveroroeot's decision notto prevent the bankruptcy of 
Lehman Brothers over the weekend of Sept. 13 and 14. A study of this event suggests that the answer is more 
complicated and lay elsewhere. 

While interest rate spreads increased slightly on Monday, Sept. 15, they stayed in the range observed during the 
previous year, and remained in that range through the rest of the week. On Friday, Sept. 19, the Treasury announced a 
rescue package, though not its size or the details. Over the weekend the package was put together, and on Tuesday, 

Sept. 23, Fed Chairman Ben Bernanke and Treasury Secretaiy Heniy Paulson testified before the Senate Banking 
Committee. They introduced the Troubled Asset Relief Program (TARP), saying that it wonld be $700 billion in size. A 
short draft of legislation was provided, with no mention of oversight and few restrictions on the use of the funds. 

The two men were questioned intensely and the reaction was quite negative, judging by the large voltime of critical mail 
received by many members of Congress. It was following this testimony that one really begins to see the crisis 
deepening and interest rate spreads widening. 

The realization by the pnblic that the government's intervention plan bad not been fully thought through, and the 
official story that the economy was tanking, likely led to the panic seen in the next few weeks. And this was likely 
amplified by the ad hoc decisions to support some financial institutions and not others and unclear, seemingly 
fear-based explanations of programs to address the crisis. What was the rationale for intervening with Bear Stearns, 
then not with Lehman, and thenagaiu wilhAlG? What would guide the operations of the TARP? 

It did not have to be this way. To prevent misguided actions in the future, it is urgent that we return to sound principles 
of monetary policy, basing government interventions on clearty stated diagnoses and predictable frameworks for 
government actions. 

Massive responses with little explanation wifl probably make things worse. That is the lesson from this crisis so far. 

Mr. Taylor, a professor of economics at Stanford and a seniorfellowattheHoover Institution, is the 
author of "Getting Off Track: How Government Actions and Interventions Caused, Prolonged and 
Worsened the Financial Crisis," published later tfiis month by Hoover Press. 
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OPINION 1 McfiCH 27, 2009 

Geithner Is Overreaching on Regulatory Power 

We don't need more politics in our economics. 

By FRANCIS X. DIEBOLD and DA\/1D A. SKEEL JR. 

One of the main proposals in the regulatoryrefonnsoutlinedbyTreasurySecretaryTimothy Geithner yesterday would 
give the Treasury, FDIC and the Fed authority to take control when investment banks or other financial institutions 
(hedge funds, etc.) appear troubled, just as the FDIC presently does with deposit-taking banks. 

The proposal is being offered as a clever political solulioo to the turf war that might have erupted if the Treasury or 
FDIC alone were given this quasi-nationalizadon authority, with no input from the Fed. But the real issue is whether 
this expansion of regulators' powers is wise. It isn't 

Start with the FDIC's performance in practice. One would suspect that the government might not be a shrewd player in 
the banking business, and recent events confirm that suspicion. IndyMac, for example, was not taken over by the FDIC 
until long after it was obvious that it should be closed, and current estimates of the cost to taxpayers approach $io 
billion. Shortly after the IndyMac failure, moreover, the FDIC brokered a deal to sell Wachovia to Citigroup at a lowball 
price and wound up with egg on its face when Wells Fargo emerged with a vastly superior offer. We could continue. 

There's also significant room for principled skepticism based on economics and law. Indeed, the case for broadening 
regulators' oversight to include investment banks and other financial institutions is based on three flawed assumptions. 

The first is that the same factors that justify expansive powers to close banks and take control of their assets are equally 
applicable to investment banks and other financial institutions. But the FDlCs interest in commercial banks is unique 
~ because it guarantees deposits up to $ 250 , 000 , the FDIC is a bank's most important creditor and has a stake in its 
health as the representative of American taxpayer. The governmenfs stake and die need to assure that depositors do 
not lose access to their deposits, even temporarily, arguably justify the FDICs extraordinary powers. Those factors are 
not present with Investment banks or other financial institutions. 

The second flawed assumption is that our bankniptA^laws are not adequate for handling defaults by investment banks 
or other financial institutions. The Lehman Brothers bankruptcy, which created turmoil in credit markets, is often 
offered as irrefutable evidence. Bnt the coirventioDal wisdom is based on a serious misreading of the Lehman collapse. 

The Lehman bankruptcy was so destructive because die Fed andTreasurybadstrongly suggested they would bail out 
any large troubled investment bank, as they did with Bear Stearns. Regulators' sudden shift in policy took Lehman and 
its potential buyers completely by surprise. If the government had instead made clear that it did not intend to rescue 
troubled investment banks, Lehman surely would bavetakehsteps to prepare for the possibility of bankruptcy. 

Lehman and its buyers would not have played chicken with the Fed and Treasury as they did, holding out for a 
government guarantee of the sales of Lehman's assets. 

Nevertheless, the Lehman bankruptcy ultimately proceeded qufte smoothly. Contrary to the widespread myth that 
bankruptcy is time-consuming and ineffectual, Lriunan sold its major brok^age assets to Barclays less than a week 
after filing for bankruptcy. It is now in the process of selling its tais of bfllioDS of dollars ofless time-sensitive assets at 
a more deliberate pace. Lawmakers should takeasecondlookatLehman^ they decide what to do withAIG. 
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The third flawed assumption is that financial firms flirtmg with distress are somehowworse decision makers than 
federal regulators. But the opposite is likely true. If the Treasury, HlIC and Fed had authority over investment bank 
failures, troubled banks would have a strong incentive to ne^itiate for rescue loans, and their pleas would be heard by 
regulators influenced as much by political asfinancialtoctors. The involvement of three different regulators (and 
mandatory consultation with the president) wouldmagnifytiusrisk. Wiflibaakruptcy, in contrast, the decision of 
whether and when to file is made by an institution’s managers and creditors, who have the best information and their 
own money on the line. 

Extending the FDIC's authority, in conjuscdon with Treasury and file Fed, to include investment banks and other 
financial institutions is being sold as a small and pragmatic step. In reality it is a big step, and that hig step would be a 
big mistake. 

Mr. Diebold is a professor of economics, finance and statistics, andco-director of the Wharton 
Financial Institutions Center, at the University of Pennsylvania. Mr. Skeel is a professor oflawatthe 
University of Pennsylvania. 
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Washington Times - Foiling future financial meltdowns 


SKje JSinics 

Wednesday, September 16, 2009 

Foiling future financial meltdowns 

Rep. Spencei Bachus and Rep. Lamai Smith 

The anniversary of Lehman Brothers Holdings Inc.'s collapse presents a good opportunity to 
reflect on the past year's financial crisis and look for ways to prevent future failures. The 
financial tumult that began in 2007 destroyed trillions of dollars in household wealth and 
prompted government interventions that cost American taxpayers billions of dollars. While a 
policy of "deregulation" is often identified as a central cause of financial crisis, it was in 
truth misguided government regulations over a period of decades that did more to destabilize 
our financial system than any other single factor. 

In the remaining months before adjournment, Cor^ress will consider ways to fix and modernize 
our financial infrastructure. Although the administration's health care overhaul has monopolized 
the public's - and Congress' — attentiorv we cannot neglect the proposed changes to the financial 
regulatory regime because they will direcfly affect our nation’s future prosperity. 

During the last 18 months, the federal government has rescued large and interconnected 
financial institutions like Fannie Mae, Freddie Mac and American International Group Inc. from 
collapse. Meanwhile, the American people have grown increasingly alarmed that their 
government is rewarding corporate failure with taxpayer dollars. Common-sense reforms will 
ensure that taxpayers never again pay the bill when financial firms fail. 

However, the administration's plan adds new layers of bureaucracy to a system that is already 
too complex. It entrusts the Federal Reserve Board with the responsibility for identifying and 
containing systemic risk. But expanding the Federcd Reserve's regulatory purview can only 
distract it from its primary mission of conducting our ration's monetary policy, while at the 
same time promoting a false sense of security amcmg market participants that risk has somehow 
been magically removed from the financial system. 

The administration's plan establishes a new consumer-protection overseer, separate from the 
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risk regulator. This separate agency would result in consumer protection occurring in a vacuum, 
with potentially inadequate consideration given to the costs, efficacy or impact of the consumer- 
protection agency's edicts on the safety and soundness of regulated financial institutions. 

Proving that memories in Washington are short, this division of regulatory responsibilities is an 
identical supervisory structure to Fannie Mae's and Freddie Mac's before they collapsed as a 
result of inadequate oversight. The failure o( these companies cost American taxpayers tens of 
billions of dollars and counting. 

Most significantly, the administration's plan would perpetuate the notion that some institutions 
are "too big to fail," guaranteeing future billion-dollar taxpayer bailouts of ailing financial 
, behemoths. 

By contrast, the Republicans' proposal focuses on the causes of the financial meltdown and 
addresses them v^dth common-sense solutions. Our plan reduces systemic risk by ensuring that 
the costs of failure are borne by business, clients and creditors, not American taxpayers. By 
explicitly prohibiting government bailouts, our plan signals to market participants that they must 
protect their own interests rather than look to the government to save them. Without this bailout 
ban, big institutions will continue to take big risks, expecting American taxpayers to foot the bill 
when those risks don't pay off. 

Unlike the administration's plan, the Republican proposal brings regulators within a unified . 
structure, plugging gaps in institutional oversight and marrying oversight with consumer- 
protection functions. The new consolidated agency promotes innovation and consumer choice, 
but also ensures consistent enforcement of ffie rules, while allowing the Federal Reserve to focus 
on its monetary policy mission 

And rather than grant the federal government the authority to spend unlimited amounts of 
taxpayer and borrowed cash to prop up lar^ firms — as the administration proposes -- the 
Republican plan enhances the bankruptcy code to allow the courts, in concert with the financial 
regulators, to resolve insolvent institutions. It makes clear tiiat creditors and counterparties of 
failed financial firms will have their claims transparently adjudicated by impartial arbiters 
according to well-settled legal precedents, not by govemmerU: employees and politicians meeting 
behind closed doors. We can only strengthen the financial system if companies are again allowed 
to reap the rewards of their successes and required to bear the responsibilities of their failures. 

Congress, too, must not ignore the failures of the past Sound financial regulation can prevent 
future crises. Any serious proposal for reforming the financial regulatory structure must seek to 
restore market discipline, punish rather than reward failures, and protect taxpayers from having 
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to pay the price for bad business decisions on Wall Street and misguided policies from 
Washington. The administration's plan simply repeats the mistakes of the past. The Republican 
proposal provides common-sense reforms by prohibiting bailouts, encouraging innovation, and 
protecting consumers from dangerous financial products and unscrupulous business practices. 

Spencer Backus of Alabama and Lamar Smith of Texas are Republican members of the U.S. House of 
Representatives. 
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The Journal of American Enterprise Iirstltute 


The Peril of Anointing a Favored 
Financial Few 

By Vincent R. Reinhart 
Wednesday, October 14, 2009 

Filed under: Economic Policy, Boardroom, Government & Politics 

The Obama administration’s financiai reform package hits the 
trifecta of bad poiicy making. 

We, the people of the United States, uphold equal protection of the law. Equality was first 
claimed to be a God<given right in the Declaration of Independence. Its practical manifestation 
took several amendments to the Constitution, significant legislation, and two centuries of 
struggle. Even today, this equality is not always satisfied in practice, but it should always and 
everywhere be a national aspiration. 

Except, apparently, in the finance industry. 

The Obama administration’s proposed financial industry reform would institutionalize a 
two-tier system of banking. Big, well-connected, and complicated firms would receive the 
special protection of being designated too big to fail. They would operate under their own 
rules, enforced by their own financial stability cop. In return, they would be held to higher 
capital and leverage standards, evidently the purchase price of this special status. 

In fact, the package hits the trifecta of bad policy making. The White House proposal 
misdiagnoses the problem, fails to recognize the inherent adverse dynamics of regulation, 
and treats the bulk of the industry unfairly. 

Our fundamental problem is not that institutions deemed too big to fail do not get sufficient 
scrutiny. Our problem is that some institutions are deemed too big to fail. This designation 
confers advantages to those institutions: lower funding costs and better access to credit. 

The lesson taken away by managers of financial institutions is to get big and complicated so 
that regulators will fear financial interconnections too much to trust market forces at a time of 
stress. This complexity makes it impossible to understand the risk profile of a large institution 
from the outside. Thus, effective supervision is a nonstarter and market discipline is blunted. 

The complexity also makes it unlikely that there can e\^r be a reliable resolution mechanism 
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that regulators would be willing to employ when the going gets tough. Even worse, the 
resultant complexity lessens managers' ability to understand risk-taking within their own firms. 
Weak internal oversight opens up the opportunity for abuses that create crises when 
employees look to their own short-term interest and not the longer-term needs of their firms 
and their customers. 

The administration has the touching faith that additional regulation can correct these inherent 
flaws. But that neglects that we are here precisely because regulation and supervision failed 
to govern complicated structures properly. 

Moreover, we have no reason to expect that regulators will get better over time. Regulation is 
decidedly pro-cyclical — it gets tough when markets are volatile and intolerant toward risk and 
easy during booms. Legislation might get the right treatment of capital and leverage at the 
outset. Over time, as markets tolerate more risk and the past year recedes into memory, the 
small cadre of the favored big guys will almost certainly lean on the financial stability 
regulator for more lenient treatment. This Inner circle will also concoct new balance-sheet 
structures to stay one step ahead of bureaucrats. 

Also note that officials have been extremely reluctant to define the perimeter of too-big-to-fail 
protection. One thing we know is that the perimeter will never shrink, and at times it will grow. 
After all. Bear Stearns was a moderate-sized investment bank that would be under the radar 
of too-big-to-fail protection in normal times. When markets were volatile, the Federal Reserve 
was willing to break a 60-year-old precedent and lend to the nonbank institution to facilitate 
Its takeover. 

Lastly, in anointing a favored few, the administration would hardwire unequal treatment for 
the rest of the industry. The next time markets get skittish, creditors and investors will flee to 
big firms, recognizing that the U.S. government stands behind them. Thus, small- and 
medium-sized firms, the engine of innovation, will face an uphill struggle. And the patent 
unfairness of the system will ultimately undercut the support of the public, already made 
suspicious by the revolving door connecting the executive suites of our government and the 
too-big-to-fail firms. 

Vincent Reinhart is a resident scholar at the American Enterprise Institute. 

FURTHER READING: Reinhart wrote "The High Cost of Getting the Story Wrong,” describing how the 
narrative first written about the Great Depression was mistaken in many important respects, as is the 
initial narrative on today’s crisis. His other pieces for The American include "Simple Rules for a Complex 
Financial World” and “When They Were Young,” a look back to the last time that Larry Summers, director 
of the National Economic Council, and Timothy Geithner, secretary of the Treasury, “saved the world.” 
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Government made the mess. Now clean it up 

Examiner Editorial 
October 21, 2009 

When Rep. Barney FnuiE D-Mass., declared last year that 
"the private sector got u$ into this roess,** he oO'ered a 
solution: "The government has to get us out of H." Neither 
claim was true, of course, but that's the point In order to 
maintain the illusion that the Obama administration can 
deliver an economic recovery, the role of government in 
causing the crisis in the first place must be obscured. 

Thank goodness for people like Peter Wallison of the 
American Enterprise Institute who skiMiUy aiudyw; 
government data. He noted recently in the Wall Street Journal 
that two-thirds of the bad mortgages - those "toxic assets" we heard so much about last year — were 
bou^t by government agencies or required to be bought by private companies under government 
pressure. How could this have happened? The answers arc found in Peter Schweizer's superb new book, 
"Architects of Ruin.* Schw^izer describes in detail the radicaluation of government housing regulations, 
beginning in the 1 970s under the Carter administration. 

Then in the CJhnon decade, the federal government elevated a political goal - increasing 
homeownership antong minorities — over the traditional sound lending principles that prevent the 
creation of toxic assets. At the same tiiiK, Fed Cbairman Alan Greenspan's cheap money policies 
unleashed a flood of lending that encouraged the real estate bubble, 'llte bubble inspired the Washington 
politicians to engage in more social engineering throu^i housing policy, even as it temporarily insulated 
them from the inevitable consequences. 

We are still dealing with those consequences. In September, delinquencies among US. commercial 
mongage-backed securities surged to 3.64 percent, up Irom ,54 percent last year. The Mortgage Bankers 
Association projects that foreclosure rates will keep climbing through until laic next year, particularly 
among Federal Housing Administration bans, 8 percent of which were in foreebsure or delinquent at 
the end of June, compared with 5.5 percent in e^y2006.1n 2008, it insured 21.5 percent of all new 
mortgages, up from fewer than 6 percent in 2007. Yet dc^ite all those failing loans, FHA so far this year 
has bocked nearly 2 million mortgages worth at least $328 billion. What is it they say about the 
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Govemmentlnade the mess. Now clean it up | Washington Examiner htlp://www.printthis.cIickabilily.coin/pt/cpt?action=cpt&title=Goveni.. 

definition of insanity? 

You wouldn't know it, however, according to a study from the Pew Research Center's Project for 
Excellence in Journalism. Pew found that only three storylines have dominated coverage of the financial 
crisis:Efforts to help revive the banking sector, the battle over the stimulus package and the struggles of 
the U.S. auto industry. In other words, nothing about the government's — and Barney Frank's — dirty 
little secret. 


Find this articie at: 

http://vwiW.washingtonexaminer.com/opinion/Go\ernment-made- 1 he-nie 3 s_-No»iwclean-it-up-B 415475 .htm! 

1 1^ Click to Print | save this I email this I Close 

^ Check the box to include the list of links referenced in the article. 
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On My Mind 

Fuel for the Financial Fire 

John Taylor, 11.02.09, 12:00 AM ET 

Conventional question: did the government's quick intervention on Wall Street last year save us from another Great 
Depression? Alternative question, one that I prefer: Did goverrvnent intervention make matters worse? As facts about the crisis 
roii in, more people are beginning to answer the secortd questbn irt the affirmative. 

First, consider the once controversiai view that the crisis was largely caused by the Fed’s holding interest rates too low for too 
long after the 2001 recession. This view is now so widely held that the editorial pages of both the New York Times and the 
Wall Street Journal agree on its validity. The low interest rates fueled the housing boom, encouraging adjustable-rate 
mortgages and other risk-taking searches for yield, which iJtimalely eroded with the bust, defaults and toxic assets on banks' 
balance sheets. This government intervention, in wNch the Fed deviated from a policy that had worked well for most of the 
1980s and 1990s, turned out to be very harmful. 

Next, consider the view that the crisis was prolonged by a misdiagnosis that led to more interventions. When the crisis first 
flared up, government officials argued that high Interest rates in-the money markets were due to a shortage of liquidity rather 
than to risk on the banks' balance sheets. That this was a miscfiagnosis Is now obvious; the weakness of banks' balance sheets 
is apparent to everyone. Vet the misdiagnosis led to several harmful Herver^bns, including a sharp increase in Fed liquidity 
and a sudden cut in Interest rates, which depredated the ddlar and led to sky-high gasoline prices and a drop in purchases of 
automobiles and other durables In the summer of 2008. 

Now. with the recent one-year anniversary of the Lehman bankruptcy, people are discussing why the financial crisis worsened 
so much in the panic last fall. Many still say that the big government mistake was not stopping the failure of Lehman. I do not 
think the evidence supports that view. Of course the losses for Lehman’s creditors and the run on certain money market funds 
were a jolt to the market. But far worse was the chaotic intervention by the government in the following weeks, including the 
Treasury Department's not very credible description of how it would remove to>w assets from banks' balance sheets, the huge 
amount of money it asked for with only two and a half pages of legislation arxj the scare stories it let loose about another 
Great Depression if the legislation was rot passed. That the financial Armageddon stories were told to members of Congress 
behind closed doors and then leaked out gradually added to the fears, wx^ainty and panic. 

The S&P 500 was at 1 252 on Sept. 1 2, the Friday before the Lehman bar^uptcy. It initially fell with the bankruptcy news, but 
at the Sept. 19 close it had recovered to 1255. It was not until the foBowing week and the frightening rollout of the toxic assets 
rescue plan that stock prices began to tank. They continued to sink until Oct. 10, when the S&P 500 hit 899 and the 
government finally clarified what the bailout money would be used fer (equity ir^'ections). The same patterns are found in stock 
markets in Europe, Asia and Latin America. 

The government interventiorvs during this time of panic were part of a pattern of ad hoc responses starting with the Bear 
Stearns bailout. No guidance was given following Bear Stearns about the circumstances under which another firm, such as 
Lehman, would be rescued. Indeed, Timothy Geithner, who led the irstial bailout as president of the New York Fed, suggested 
that more bailouts should be expected. So when the decision was made-witinout a good legal or economic reasorv-not to save 
Lehman, no one was prepared. But the problem was not the lack of intervention so much as the unpredictable, unprincipled 
pattern of intervention that had been followed for months, a patto'n the toxic asset rescue plan revealed for the whole world to 
see. 

This view of how government intervention led to the panic of 2008 is still controversial. Time will tell whether it will be as widely 
held as the previously controversial view that governmeit interventions caused and prolonged the crisis. But as I see the facts, 
they are leading in that direction. 

John B. Taylor, a senior fellow at the Hoover Institution and professor of economics at Stanford University, is the author of 
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Getting Off Track: How Government Actions and htervenBons Caused, Prdonged, and Worsened the Financial Crisis 
(Hoover Press, 2009). , 
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Mr, Chairman, Ranking Member Bachus, and members of the Committee: 

The Committee has asked the witness today to address a single question: Are some institutions 
too big to fail and if so what should we do about it? In this testimony I will address those two 
questions. 

Are some institutions too big to fail? 

The answer to that question is yes, but as discussed below those institutions are only large 
commercial banks. 

When we say that a company is too big to fail (TBTF), we mean that if it fails it will 
cause damage to the financial system as a whole — in other words, that its failure will cause many 
other companies to be seriously weakened or forced into bankruptcy. One of the problems 
associated with attempting to prevent a systemic breakdown is that it is difficult to detennine, in 
advance, whether the failure of a particular company will cause a systemic breakdown or merely 
a temporary disruption. For the same reason, it is very difficult to determine, in advance, when a 
company is TBTF. 

Nevertheless, it is important to distinguish between failures that will cause disruption and 
those that will cause a systemic breakdown of some kind. We should not want to rescue firms 
from failure if their bankruptcy would only create a temporary disruption in the economy. Those 
companies should not be regarded as TBTF. If we embarked on a path that would rescue all large 
fintis, because their failure would cause economic disruption, we would create moral hazard. 
Market discipline would be impaired as creditors thought that they would be rescued by the 
government. Bad managements and bad business models would be preserved — when, in reality, 
they should disappear to make room for new and better managements and business models. 
That’s how innovation, efficiency and change occur in our economy. 

In theory, however, it is possible to visualize how the failure of a large bank might have 
more than simply a disruptive effect. Companies deposit their payrolls in banks pending use; 
individuals deposit funds in banks in order to pay their bills and their mortgages; and small banks 
deposit funds in large banks as part of the payment system. So when a large bank fails there 
could be a cascade of immediate losses through the economy. If this happens, companies will not 
be able to meet their payrolls, individuals will not be able to pay their mortgages, and smaller 
banks will not be able to meet their obligations to pay out the funds that are withdrawable on 
demand. In other words, the failure of a large bank can cause a cascade of losses and failures 
through the economy that might qualify as a systemic breakdown — that is, something more than 
a mere temporary disruption. 

Can a nonhank financial insiHuHon create systemic risk and thus be TBTH On the other 
hand, it is very difficult to see how a mmhank financial institution like a bank holding company, 
insurance company, securities finn, finance company or hedge fund — no matter what its size — 
can cause a systemic breakdown or become TBTF. Using a bank holding company (BHC) as an 
example, it’s useful to consider what would happen if a large nonbank financial institution like 
that were to fail. Importantly, its liabilities are not deposits, and are not withdrawable on 
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demand. As a result, if it fails, very few of its creditors suffer any immediate cash losses. No 
business, for example, deposits its payroll with a BHC. The BHC may have short term creditors, 
but unless it’s a very financially strong company these short term obligations are likely to be 
collateralized, and thus short term creditors can make themselves whole by selling their 
collateral. Most of a BHC’s creditors are longterm, however, and they will suffer a loss over 
time. Of course, if the company defaults on any of its debts, all its obligations will usually come 
due because of cross-default provisions in its outstanding borrowings, and it will thus be forced 
into bankruptcy. This does not change the condition of long-term creditors; they simply now get 
in line to receive their share of the bankrupt company’s assets, or they approve a plan of 
reorganization that returns the company to viability if they believe the company will eventually 
be able to pay them back. 

But, still, how does a BHC’s bankruptcy create a systemic breakdown? If most of its 
short-term creditors are made whole through the collateral they hold, and its long-term creditors 
will eventually take losses as the company goes through bankruptcy, it’s not obvious that a 
systemic brealcdown can occur. Even if the long-tenn creditors take losses, these losses occur 
over time; they will not be the immediate cash losses that occur when a bank fails. Moreover, the 
BHC’s creditors are very likely to be institutions whose lending is widely diversified. They will 
lick their wounds, but will not be forced into bankruptcy because of the failure of the bank 
holding company. They will continue functioning. There would be no systemic breakdown. 

Moreover, there is no evidence — none — that credit default swaps (CDS) or other 
derivatives had anything to do with what happened after Lehman, or that if AIG had been 
allowed to fail there would have been a catastrophic effect on the financial markets. Lehman’s 
CDS were all cleaned up after its bankruptcy for a total of $5.2 billion exchanged among the 
various counterparties. Goldman Sachs was the largest CDS counterparty of AIG, with contracts 
valued at $12.9 billion. But when a spokesman for Goldman was asked what would have been 
the effect on Goldman if AIG had failed, the answer was that the effect would have been 
“negligible.” As required in most CDS contracts, Goldman had received collateral from AIG 
before its rescue and had also hedged its AIG exposure. If Goldman, AIG’s largest counterparty, 
would not have suffered significant losses, there is no reason to believe that anyone else would 
have suffered system! cally significant losses either. After all, AIG’s CDS — like all CDS — were 
simply like insurance or reimbursement contracts, with AIG in the position of the insurer. If AIG 
had failed, its counterparties — like the homeowner whose insurance company fails before he has 
a loss on his home — would have been required to find another insurer, but they would not have 
suffered any major loss. 

Finally, we read all the time that financial companies are “interconnected,” and that’s the 
reason they must be treated specially. It’s certainly true that financial firms are interconnected in 
some sense — that’s the nature of financial firms, which are in the business of moving money 
from a place where it’s not well-used to a place where it is better employed. To accomplish that, 
interconnections are necessary. But the question is not whether these firms are interconnected; it 
is whether these interconnections create cross-obligations that are so large as to make it probable 
that if one nonbank financial firm fails it will bring others down with it. There is no evidence for 
this, and it is highly unlikely for the reasons stated above. After Lehman failed, for example, 
there was only one case of another company encountering trouble. In that case, a money market 
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mutual fund (the Reserve F und) was unable to maintain the value of its shares at one dollar, and 
suffered a run. But beyond that, there is no indication that any other firm suffered serious losses 
as a result of Lehman’s failure. Even the CDSs on Lehman, as noted above, were quickly settled 
with no known adverse effects. 

1 should add here, as an aside, that our banking laws have been structured so that the 
failure of a bank holding company should have no effect on the underlying bank or banks. If s 
simply the failure of a bank’s shareholder. Banks are restricted by banking law and regulations 
from making loans of significant size to their parent company or affiliates, so that the bank is 
insulated from the failure of the holding company. The reason is that the holding company is or 
could be engaged in activities that are riskier than the activities of a bank, and is more likely to 
fail for that reason. Many on the committee will remember that this restriction was put in place to 
prevent the extension of the so-called “federal safety net” beyond banks themselves. It is ironic 
that the administration is now proposing to extend a safety net to the same companies that were 
not supposed to cost the government anything 

The important point, however, is that if a BHC fails there are very few immediate cash 
losses that render its creditors unable to meet their own obligations, and thus no cascade of losses 
through the economy. So if we define a systemic event as a kind of contagion in which the losses 
of one company spread to others and affect the whole economy, it seems that only the failure of a 
large bank can have this effect. In other words, in my view, only a large bank can be too big to 
fail. 


The Lehman case. Having said this, there is one category of events that is frequently 
called a systemic breakdown but is not. Here I am referring to the kind of turmoil that occurred 
after the failure of Lehman Brothers in September 2008. In that case, there was an immediate 
freeze-up of lending by banks and other financial intermediaries around the world. Because no 
direct losses are known to have occurred as a result of Lehman’s failure (except the Reserve 
Fund as described above), this was not a classic case of a systemic breakdown in which losses 
were transmitted through an economy or financial system. What happened after Lehman 
Brothers’ failure is what is known as a “common shock” — an event that causes a market to stop 
functioning because the participants have encountered new information that nullifies their 
previous expectations about the future. In this case, in a classic example of moral hazard, market 
participants were shocked to learn that — despite the rescue of Bear Stearns the preceding 
March — the government did not intend to rescue every firm that was larger than Bear. This new 
and highly adverse infonnation required all market participants to reassess whether their 
counterparties and boirowers were solvent and safe, since a government rescue could no longer 
be considered a near certainty. The result was a freeze-up in lending as every major institution 
hoarded cash while it reassessed the financial condition of its counterparties. 

A market freeze-up that results from a common shock is not the same thing as a systemic 
event and can’t be prevented by the regulation of individual institutions. It is the result of a loss 
of confidence in the future by market participants as a group, not the failure of a particular 
institution. In reality, there were two common shocks that led to the current crisis. The first was 
the recognition by market participants in the summer of 2007 that defaults on U.S. mortgages 
were much higher than expected and mortgage-backed securities backed by these mortgages and 
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rated AAA were not nearly as safe as previously thought. This led to the downgrading of 
mortgage securities portfolios, the shutdown of the asset-backed securities market, and large 
financial losses at banks because of the influence of mark-to-market accounting. The second 
shock was the failure of Lehman. It is highly unlikely that the second shock would not have had 
the adverse effect that it did without (i) the prior rescue of Bear Steams, which made Lehman’ s 
failure a shock, and (ii) the weakening of bank capital positions because of the shutdown of the 
asset backed market in mid-2007 and the resulting sharp loss in the value of asset-backed 
securities. 

Bank regulation failed to prevent the losses at individual banks because neither the banks 
nor their supervisors recognized that the assets they were acquiring in the form of mortgage- 
backed securities (MBS) and other asset-backed securities (ABS) were not of AAA quality, and 
that the market for these securities would completely dry up when the poor quality of these 
securities became known. Even more important, there was no general recognition anywhere in 
the system that virtually all the world’s major banks were buying and holding the same weak 
assets. This made them all subject to the same effect when the first shock — the loss of value for 
MBS and ABS — occurred in mid-2007. Once all these institutions were wealcened at the same 
time, they became vulnerable to any shock that caused a sharp loss of confidence about the 
future. Lehman was that shook. 

The crises of the past did not result in similar global financial collapses because most 
financial institutions were considered adequately capitalized and financially strong enough to 
survive a substantial change in circumstances. Accordingly, the failure of the large securities 
firm Drexel Burnham Lambert in 1990, the collapse of the Thai Baht and the Russian default 
later in that decade, and the failure of Penn Central and the relatively small Herstatt bank in the 
1970s, all caused major disruptions in the financial markets when they occurred, but none caused 
a global financial meltdown. However, once all or almost all major banks are perceived as weak 
and unstable — as they were in 2008 — anything that shook market confidence and disrupted 
expectations would have had the same effect as Lehman’s failure. This would include a major 
earthquake in the United States, the collapse of the government of a major oil exporting nation, 
or some other natural or unexpected catastrophe that causes market participants to recalibrate 
who is safe to deal with and who is not. 

This leads to the conclusion that if we are to prevent a financial crisis in the future we 
should take steps to prevent virtually all major banks from taking on the same risks and 
becoming weak at the same time. To carry out this policy, it will be necessary to recognize in 
advance that the elements for a severe common shock are coming together. Thus, in order to 
prevent a recurrence of the financial crisis, the regulation of commercial banks should focus not 
only the safety and soundness of the individual bank, but also on safety and soundness of the 
banking system as a whole. In this way, we can minimize the chances that the failure of a large 
bank will create a systemic event, and the chances that the banldng system as a whole will 
become so wealc that any Lehman-like common shock will cause a financial meltdown. As 
outlined below, then, we should adopt a form of what might be called macro-prudential 
regulation. 
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This strategy also avoids the negative effects on economic growth that would flow from 
regulating nonbank financial institutions the way we regulate banks. These nonbank institutions 
are not backed by the federal government, and are still controlled by market discipline. Placing 
them under government regulation, as the administration proposes, would create moral hazard 
and give them substantial funding advantages over their smaller competitors. It would be like 
creating Fannie Maes and Freddie Macs in every sector of the financial economy where these 
institutions are designated for special regulatory treatment. Even more important, as 
distinguished from banks, these institutions are supposed to be risk-takers; they are supposed to 
fail at higher rates than commercial banks. There is no reason to keep them from failing. If we 
were to regulate all these institutions the way we regulate commercial banks we would suppress 
the risk-taking that drives growth and innovation in our economy. 

If large commercial banks are too big to fail, what should we do about it? 

Once we focus on large banks as the most likely sources of systemic risk — and as a 
bulwark against devastating common shocks — there are a number of steps we can take. These 
are generally of two kinds: first, to create a means for discovering conditions in the financial 
markets that might make the financial system vulnerable to a common shock; and, second, to 
place supervisory limits on banks that will (i) restrict their risk-taking, (ii) limit the their 
procyclical tendency to lend freely when asset prices are rising, and (ii) ensure that they have the 
capital to remain strong when the inevitable asset bubbles deflate. 

1. A systemic risk conrictl. As outlined above, one of the reasons for the current crisis is 
that virtually all large banks held the same weak assets — weak because they were not of high 
quality themselves and were subject to rapid devaluation if the market for them disappeared.. 
One way to address this problem would be to authorize some regulatory body to monitor the 
worldwide financial system and report to Congress and the public on the possible growth of 
systemic risk or the factors that might produce a serious common shock. A suitable body for this 
purpose would be the President’s Working Group, reconstituted as a Systemic Risk Council. The 
Council, which would have a small staff of its own, would be able to use the combined 
knowledge of the bank regulators, as well as the SEC and the CFTC, to broaden its perspective 
on the markets. 

2. Metrics of risk-taking. The bank supervisors, working with banks and bank analysts, 
should develop metrics and indicators of risk-taking that all banks would be required to publish 
regularly. One of the continuing functions of supervisors would be to assure that these metrics 
were kept up to date and consistently calculated and reported by the banks under their 
supervision. If properly designed, metrics of risk-taking would signal when a bank is holding 
assets that are subject to sharp declines in values, assets that are highly correlated with assets 
held by other banks, or that a bank is relying excessively on short term liabilities to fund long 
term assets. Regular publication of these metrics would enhance market discipline by alerting 
creditors more effectively to bank risk-taking. 

3. Subordinated debt. The largest banks should be required to issue subordinated debt 
that by law could not be bailed out by the government. If the interest rate on these instruments 
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were to rise substantially above the rate on Treasury securities, it would signal to regulators that 
the market perceives excessive risk-taking in the issuer bank. 

4. Higher capilal requiremenls for banks. We could require very large banks to 
reconsider the benefits of size by imposing higher capital requirements as banks grow above a 
certain level. In this way, the largest banks would be protecting themselves and the financial 
system against the possibility of their own failure, and would also have a strong financial 
incentive not to grow larger. 

5. Countercyclical capital increases and other measures. We could put in place 
regulatory requirements that would operate countercyclically, tending to restrain bank growth 
when asset prices are rising and cushion bank losses when asset prices are falling. For example, 
requiring higher reserves or capital levels as asset values rise would accomplish this. Eventually, 
those values will deflate, and at that time we want banks to have enough capital cushions so that 
market confidence in their health is not eroded. Capital requirements could also be increased if a 
bank’s ratio of short term liabilities to long term assets rises above a predetermined level. This 
would tend to discourage banks from borrowing short term in the money markets in order to 
profit from the spread between short term money costs and the returns on long term assets. This 
would reduce the tendency of banks to act procyclically in fostering asset bubbles. 

6. Cotintercyclical macro-prudential measures. The Systemic Risk Council could be 
authorized to establish an acceptable level of bank growth and impose appropriate limits on 
growth that are not consistent with these limits. For example, the council could impose a higher 
leverage ratio on banks when it appears that asset prices have risen too quickly. The leverage 
ratio for U.S. banks is defined as total common equity divided by total assets. Well capitalized 
banks must maintain a leverage ratio of 5%; the minimum is 3%. Raising the bank leverage ratio 
would require banks to sell assets or restrict lending, which would tend to mitigate the growth of 
asset bubbles. This would be a more direct way of limiting bank contributions to asset bubbles 
than expecting the Fed to raise interest rates. 

If these measures were put in place, and coupled solely with a focus on large commercial 
banks, we would minimize the likelihood of another financial crisis while maintaining the 
dynamism and risk-taking that economic growth requires. 
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The argument against a government resolution authority 

Peter J. Walllsor)‘ 

The administration's plan for regulatory reform of the financial system includes a proposal that existing 
government agencies have the authority to resolve failed or failing "systemicaily important^ nonbank 
financial institutions.’ In support of this idea, the administration argues that authorizing the government 
to resolve failing nonbank financial firms Is necessary to assure that these firms are resolved in an 
"orderly" way. The administration’s concern seems to be that allowing a systemically important 
nonbank financial institutions to enter an ordinary bankruptcy proceeding may be "disorderly." and thus 
contribute to a systemic breakdown. 

Nonbank financial institutions that might be systemically important include bank holding companies, 
insurance companies, securities firms, finance companies, hedge funds, private equity firms, and any 
other financial-related firm that might --because of Its size, role In the financial system or 
interconnectedness- cause a systemic breakdown If It fails. 

This note argues that while the terms "systemic risk," or "systemic breakdown" can be defined in words, 
they cannot be used as an effective guide for policy action. We have no way of knowing when or under 
what circumstances the failure of a particular company will cause something as serious as a systemic 
breakdown— as distinguished from a simple disruption In the economy. Government officials' inability to 
forecast or predict the effect of a particular company's failure will mean that the government will take 
over or rescue from bankruptcy many companies that should be allowed to fail in the normal way. The 
effect will be to introduce moral hazard into the financial system, as creditors come to believe that large 
financial companies will be rescued; the financial system will be weakened as inferior managements and 
business models are saved from extinction by inappropriate government action; and the taxpayers will 
be required to bear needless costs. 


' Peter J. Wallison is the Arthur F. Burns fellow In Ftnanctal Policy Studies at the American Enterprise Institute and 
the co-chair of the Pew Task Force on Financiaf Reform. 

’ United Slates Treasury Department. "Financial Regulatory reform: A New Fouodaton.* June 2009 
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In addition, a resolution system for nonbank financial Institutions is unnecessary to prevent a systemic 
breakdown because these institutions cannot create a systemic breakdown. A systemic breakdown 
occurs when the failure of one financial institution causes immediate cash losses to others, rendering 
them unable to meet their own obligations, and causing losses to cascade through the entire economy. 
This condition can only be caused by the failure of a large commercial bank, which deprives other banks 
of the funds they were expecting to be paid, deprives businesses of access to their payroll funds, and 
deprives individuals of the Funds they use for their daily needs. The losses that occur as a result of the 
failure of a nonbank Financial institution are not of this character; they occur over time as obligab'ons 
that come due are not paid, and affect creditors who are generally diversified, and able to withstand an 
occasional loss. No business deposits its payroll with a securities firm. 

Accordingly, as argued In this note, there is no sound policy basis for providing the government with 
authority to resolve to nonbank financial institutions, and granting such authority would be harmful to 
the financial system and the economy generally. Instead, failing nonbank financial Institubons, both 
large and small, should be allowed to go into bankruptcy. 

The administration's plan compared to bankruptcy 

The administration's plan includes two possible scenarios— a conservatorship, In which the institution is 
managed back to viability, and a receivership, In which the institution is probably sold or liquidated. 

• A conservatorship resembles a chapter 11 bankruptcy proceeding, in which the debtor remains 
in possession of its assets and continues to operate the business, in both cases, the objective is 
to return the firm to viability rather than to unwind it However, in a conservatorship the firm is 
managed by a government agency, while in chapter 11 the operations of the company remain in 
the hands of its management. 

« A receivership resembles a chapter 7 bankruptcy, In which the debtor is simply wound up— its 
assets sold and creditors paid off based on their priority. 

There are two requirements for a successful exit From chapter 11— the necessary financing (known as 
debtor-in-possession, or DIP financing) to keep the debtor operating as a going concern, and the 
agreement of the debtor's creditors to take something less than what they would get in a liquidation In 
the hope that the debtor will eventually be able to pay them in full. In chapter 11, the debtor prepares a 
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plan for recovery, for approval by the creditors voting by class. If the creditors decide that the 
company's prospects for eventual profitability are not sufficiently good to give them a chance at 
recoupment of their losses, they can vote down a plan for recovery and the debtor will be liquidated. 

Similarly, if the resolution agency (acting as a conservator) established under the administration's plan 
determines that there is no further danger of a systemic breakdown, it can liquidate the company— 
perhaps reimbursing Itself for the funds it has extended— or return the company to financial viability if 
that is feasible and warranted by the circumstances. 

What will occur under the administration's plan? 

Taking the administration's proposal at face value, it is clear that an "orderly" resolution will begin as 
something like a conservatorship. This seems essential because— under the administration's 
assumptions- the failure of a systemically important company will, by derinition, cause a systemic 
breakdown. In order to avoid that result, the company will have to be kept In operation for a period of 
time. Assuming that the necessary financing is provided by the government (an issue discussed later), 
the failed financial institution will be operated by the conservator, at least for a period of time necessary 
to assure that there is no systemic breakdown when the institution is eventually closed. Under these 
circumstances, there are three possible outcomes for the failed institution's creditors. 

Option 1 

If the objective of an orderly resolution is to avoid a systemic breakdown, then ail creditors whose loans 
mature when the government controls the institution will likely be paid in full as these obligations 
mature. Immediately stopping payments to creditors could— under the rationale for a resolution 
agency— cause the systemic breakdown that is feared. 

Option 2 

Another possibility is that the institution's long term creditors are paid currently, but advised that they 
will not be paid in full at the end of the government's control. This would presumably prevent the 
immediate losses that would occur if payments to creditors were stopped entirely. In this scenario, the 
short-term creditors might be paid in full or paid a portion of what they are owed when their loans 
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mature. These options would not be available in bankruptcy, where pre-bankruptcy creditors can only 
be paid in special circumstances. 

Option 3 

A third option might be to stop all payments to creditors. This would be closest to a bankruptcy, where 
the debtor in possession is not generally able to pay pre-bankruptcy creditors unless there is an 
exemption from the stay provisions that normally apply. 

For purposes of the following discussion, we will assume that the administration's plan will involve the 
use of either option 1 or 2. 

Is a resolution authority necessary? 

What Is the problem for which a resolution authority is the solution? The administration's argument is 
that the collapse of a large nonbank rmancial institution could cause a systemic breakdown; to avoid this 
outcome, the government should have the authority to take over any such firm and resolve it in an 
orderly manner. However, this idea raises a number of questions. 

Systemic breakdown vs. economic disruptions 

Is it possible to know in advance whether the failure of a particular firm will cause a systemic 
breakdown— rather than simply an economic disruption of some kind? The failure of any large company 
will cause disruption— loss of jobs, losses to creditors, or perhaps the disappearance of an important 
intermediary. It would not be good policy to set up a resolution system that is used to prevent mere 
disruption. That would create extensive moral hazard, and have the effect of preserving companies and 
managements that should be eliminated. If weak business models and bad managements are preserved 
by government action that would weaken our economic system overall by preventing better business 
models and better managements from moving up to take their place. The administration has not 
suggested how a systemic risk would be distinguished from a mere risk of economic disruption, and I do 
not believe that it is possible to determine, in advance, whether a failing company will create a systemic 
breakdown or simply a temporary disruption in the economy. Before the government is given the 
authority to take over failing financial institutions, there should be some understanding of the limits 
associated with this power. Without such limits, it is highly likely that the power will be used to prevent 
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ordinary disruptions in the economy. The recent rescues of Genera) Motors and Chrysler are examples 
of government action to prevent economic disruption; no one has contended that the failure of either 
company— or both— would have created a systemic breakdown. 

The recent interna) administration debate about whether to rescue CIT is a good example of the 
pressures that will be brought to bear on the government if a resolution authority exists, and the 
arguments that will be advanced to promote its use. Again, as in the case of GM and Chrysler, no one, I 
think, would argue that CIT is a systemicatly important company, /et, if newspaper reports are credited, 
there was active consideration wtthin the administration about rescuing CIT with TARP funds, primarily 
because its financing was said to be essential for the survival of many small businesses. It Is impossible 
to know whether CIT would have been rescued if a resolution authority had been in place when this 
debate was carried on, but the political pressure to do so would have been substantial. The only valid 
reason for setting up a special government resolution authority for flnan6al institutions is to prevent a 
systemic breakdown, but since it is impossible to tell in advance whether a firm like OT will create a 
systemic breakdown if it were to fail, there will be compelling grounds for a government rescue if the 
authority to do so exists. 

What causes a systemic breakdown ? 

It is very difficult to identify a mechanism through which the failure of a large nonbonk financial 
institution could create a systemic breakdown. Although many observers seem to assume that what 
followed the bankruptcy of Lehman was a systemic breakdown, this is far from clear, first, as John 
Taylor's analysis has shown, the global freeze-up in lending occurred several days after the Lehman 
failure, and was actually coincident with the Treasury-fed request for what ultimately became TARP 
funds. Second, what happened after Lehman is better described as the result of a common shock to the 
market rather than a systemic event. A common shock can occur as a result of any major event that 
creates widespread uncertainty about the future. Lehman was such a shock, largely because of the 
moral hazard created by the rescue of Bear Steams six months earlier. After that rescue, market 
participants were justified In believing that any firm larger than Bear would also be rescued. When that 
did not occur with Lehman, all market participants had to recalibrate the risks they faced in dealing with 
others and the hoarding of cash began. Under this analysis, what followed Lehman's bankruptcy could 
have been provoked by the assassination of an Important world leader, the collapse of the government 
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of a major oil exporting country, or an earthquake in major developed country. A common shock caused 
by any of these events would of course not be prevented either by regulating systemicaHy important 
companies or setting up a special government authority to resolve them when they fail. 

On the other hand, the term "systemic risk" (what precedes a systemic breakdown) usually refers to the 
possibility that the failure of a single large hrm will cause the failure of others through a contagion-like 
process In which a cascade of losses flows through an economy. The administration's concern about 
"SystemicaHy important firms" seems based on this idea. However, if a systemic breakdown is the result 
of losses others actually incurred because of the failure of a large nonbank financial institution, then the 
mechanism by which this contagion or cascading series of losses actually occurs has to be explained. 
Lehman's bankruptcy did not seem to cause major or systemic losses; with the single exception of the 
Reserve Fund, no such Lehman-caused failures have been reported. In a market in which there was 
none of the panic that existed In September 2008, Lehman's failure would not have caused a freeze-up 
that many have identified as a systemic breakdown. It is noteworthy in this connection that when the 
large securities hrm Drexel Burnham Lambert failed in 1990 there was no major adverse effect on the 
markets, even though Drexe) Burnham was as significant a firm at that time as Lehman was 18 years 
later. 

It is not clear that there is a mechanism through which the failure of a nonbank financial Institution, say, 
a bank holding company, would be able to transmit losses to other Institutions so as to cause the 
cascade of losses that characterizes a systemic event. It is easy to see how such a cascade of losses could 
be caused by the failure of a bonk. Bank borrowings— deposits— are withdrawable on demand. 
Businesses deposit payrolls in banks, individuals use bank accounts to pay their daily obligations, small 
banks deposit funds in large banks and rely on large banks for access to the payment system. If a large 
bank fails, all these parties and many others suffer immediate cash losses and may be unable to meet 
their obligations, creating a cascade of losses through an economy. This is why the FOIC has the powers 
it does to step in and resolve a bank immediately. 

However, nonbank financial firms borrow for long and short terms, and their short-term borrowings are 
usually collateralized through repos or asset-backed commercial paper. If such an institution fails, there 
are no or very few immediate cash losses. The long-term creditors are generally diversified and can take 
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the eventual losses without failing themselves, and the short term or repo creditors have collateral with 
which to reimburse themselves. 

Thus, a strong argument can be made that systemic risk or a systemic breakdown cannot be created by 
the failure of a nonbank financial institution, and if so there Is no reason to create a special resolution 
authority to prevent the failure of such an Institution. The same reason also nulilfies the argument that a 
resolution authority would be more flexible in treating pre bankruptcy creditors {option 2 above), since 
these creditors do not need special treatment in order to avoid a systemic breakdown. 

Even if nonbank financial firms could create a systemic breakdown, is a resolution authority a good 
idea? 

Even If we concede that the failure of a nonbank financial institution could create systemic risk, there 
are still several reasons why a government resolution agency for nonbank financial institutions would be 
bad policy. 

Excessive use 

The existence of authority to take over a nonbank financial institution will make takeovers more likely. 
As discussed above in connection with the CIT issue, once the authority is institutionalized through 
legislation, regulators will use It to prevent relatively minor disruptions in the economy, not just to 
prevent systemic risk. Regulators will fear being criticized for the disruption that the failure of a large 
nonbank financial institution wilt cause'— unemployment, a decline in stock prices, the temporary 
dislocations that occur to some counterparties or customers— but will be congratulated and treated as 
heroes if they step in to prevent these events. This Is especially likely to occur because, as noted above, 
there is no effective way to determine in advance whether a particular failure will cause a systemic 
breakdown or simply a temporary disruption in the economy. And of course, when a rescue has 
occurred, there will be no way to know whether a particular failure would have resulted in a systemic 
breakdown if officials had not acted. 

Another Important factor to consider Is the ability of targe companies and their managements to 
influence the government This cannot be underestimated. There wilt be pressure on regulators to 
rescue firms with influential managements, or from states or districts that are represented by influential 
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lawmakers. If the resolution authority exists, it will be used to favor these companies, to the detriment 
of others, and the probably the taxpayers. 

Finally, rescues of firms that should otherwise have failed hurt the firms with better business models 
and better managements that might have moved up to take the place of the failed firm. Even In the 
unlikely event that a rescued firm is eventually liquidated, the time between the takeover by the 
government, the introduction of government funds to keep the company operating and competing, and 
the prospect that the firm might one day return as a competitor will weaken other, better managed 
firms in the same market. 

Moral hazard 

The frequent use of the resolution authority will create moral hazard. A strong case can be made that 
the rescue of Bear Stearns did just this. After the Bear rescue In March 2008, creditors apparently 
expected firms larger than Bear to be saved. When Lehman was allowed to fall this expectation was 
shattered, causing every market participant to reassess the safety and soundness of its counterparties. 

So the danger is that, as the resolution authority is used more frequently to prevent economic or 
financial disruptions, it will tend to create similar expectations for more and more firms . resulting in 
more moral hazard^and maybe even common shocks on a global scale— any time the authority is not 
used. 

Cost 

The FDIC administers a fund maintained by deposit insurance levies on all insured banks, and uses that 
that fund to finance the closing of failed banks and the compensation of the insured depositors. It 
then reimburses itself by selling off the assets of the failed institution. Any remaining funds are used to 
pay off the uninsured depositors and other creditors. If the resolution authority were to use options 1 or 
2 outlined above in order to avoid what the government believes will be a systemic breakdown, the 
funds to keep the failed Institution operating will have to come from somewhere. One source might be 
the industry in which the failed company operated; another might be ail large nonbank financial 
institutions. In either case, it would be difficult to set up a fund similar to the bank insurance fund, 
because the amount necessary for a credible fund would be very high. The total government 
contribution to AIG is about $17S billion at this point and is likely to go higher. To collect this in advance 
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or to recover it afterward would be a serious tax on the companies called upon to make the 
contribution, perhaps jeopardizing their health. The likelihood, then, is that the government would have 
to put up the funds in advance, as it has with AI6, and hope to recover its advances at some later point. 

The question then becomes whether the creditors of the failed Institution (through bankruptcy), or the 
taxpayers, should bear this risk or take this loss. There is a credible argument that the taxpayers should 
pay for something that prevents a systemic breakdown— It is after all something that protects them— 
but given the difficulty of determining whether a failure will be a systemic event or merely a disruption, 
this could be a needless expense for the taxpayers, who should not be called upon to pay for mere 
disruptions. In a very real sense, the administration's proposal could become a permanent TARP system, 
with the government standing by to rescue any firm that can muster the necessary political backing. 

Of course, the more frequently the rescue authority is used, the larger the companies eligible for 
resolution will become. This is because moral hazard will encourage their creditors to believe they are 
protected and the restraints of market discipline will grow weaker. 

Lock of Expertise 

The administration's plan does not propose to establish a new agency for resolving nonbank financial 
institutions, but rather to turn over the resolution responsibility to the existing supervisor of the failed 
institution. This is problematic; even if the existing supervisor is familiar with the way institutions of this 
kind operate, it's unlikely that the agency will have the specialized expertise that Is necessary to resolve 
a failed institution. Nor is it likely that the agency would maintain this expertise on its staff as the FDIC 
does. The number of institutions that are likely to be resolved through this process— even if the 
authority is used excessively— is not likely to be large enough to warrant a permanent staff. Even in the 
current aisis— which is unlikeiy to be repeated any time soon— there were only three nonbank financial 
institutions that would have been candidates for special resolution— Bear Stearns. Lehman and AIG. 

The alternative— authorizing the FDIC to resolve nonbank financial institutions— is not attractive either. 
Resolving a bank is nothing like resolving a failed nonbank Ttnandal institution. For one thing, most 
banks are small and are resolved over a weekend. There is almost always a buyer for the assets, and 
unless the bank is so large as to aeate a danger of a systemic effect the only creditors the FDIC has to be 
concerned about are the insured depositors; these are often made whole simply by transferring the 
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deposits to a healthy institution. Because the objective of the resolution authority will be to make sure 
that the failed institution does not cause a systemic breakdown (assuming it can), the resolution 
authority will have to be concerned about all its creditors. This factor makes it likely that when a 
nonbank financial institution fails, there will be no useful expertise anywhere <n the government to take 
It over and resolve it. If we want an example of what that will be like, AI6 provides It. Moreover, the 
FDIC is no paragon. Despite the requirements of prompt corrective action (which means the bank can be 
closed before it Is actually insolvent), the FOtC's average loss on the banks it has closed in 2008 and 2009 
has been close to 30%. 

Bankruptcy, ff necessary, con be improved, and is a better foundation to work from 

The absence of any expertise in resolving failed nonbank financial institutions anywhere in the federal 
government is one strong reason for relying on bankruptcy for most failures. If there is likely to be 
expertise anywhere in resolving failed financial institutions, it would be in the bankruptcy courts. 
Bankruptcy judges are appointed for terms of 14 years and develop expertise in all aspects of insolvency 
and workouts, in particular, bankruptcy judges, magistrates and special masters in large cities are likely 
to have acquired the specialized knowledge necessary to resolve financial institutions— certainly more 
knowledge than government officials who have never seen an insolvent securities firm, insurance 
company, finance company or hedge fund. Any deficiencies In the bankruptcy system for handling large 
nonbank financial institutions can be addressed by legislation If these deficiencies can be Identified, For 
example, if in a special case the government believes that it has to provide DIP financing, the Treasury 
could have an advance permanent appropriation of an amount that would be necessary to tide over a 
bankrupt estate until Congress can act. 

Bankruptcy as the first choice for disposing of a failed nonbank financial institution would avoid many of 
the problems, discussed above, that are associated with creating a government resolution authority. It 
would assure that the pre-bankruptcy creditors take losses of some kind— avoiding moral hazard and 
maintaining market discipline— and the rules are known In advance, so creditors will be aware of their 
rights as well as their risks. Both the Orexel Burnham Lambert bankruptcy in 1990 and the Lehman 
bankruptcy show that very large nonbank financial institutions can be resolved by the bankruptcy courts 
without difficulty. Finally, bankruptcy provides a market-based Judgment on whether a firm should 
return to viability. The creditors ultimately decide whether they believe the company has prospects to 
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repay them that outweigh the risk of throwing good money after bad. When a firm is taken over by the 
government, however, political pressures are more likely to be the determinants of whether the 
company is returned to viability. 

AvailabHity of Debtor-in possession (DfP) financing 

In all but the most extreme cases, debtor In possession financing is likely to be available in bankruptcy. 
DIP lenders have priority over all pre-bankruptcy creditors, who cannot receive any payment before the 
DIP frnancer has been fully paid. So when a distressed nonbank rmanctal institution files for bankruptcy, 
it is likely to be able to obtain private financing to continue its operations under chapter 11. Again, 
unless the losses to the pre-bankruptcy creditors are so large that they can cause a systemic 
breakdown— an outcome that I have argued cannot occur in the case of a nonbank financial Tirm, no 
matter what the size- there seems no reason to set up a government authority to do what the 
bankruptcy system can do on Its own. If, for some reason, DIP financing were unavailable, the 
government could, as noted above, be authorized to provide the necessary DIP financing to allow the 
debtor-in-possession to continue operating, but this authority should be available only if there is a 
showing not only of need but of no available credit elsewhere at any cost. 

Uncertainty and unpredictability 

Finally, the existence of a government resolution authority creates uncertainty about when it will be 
invoked. Although, as argued above, it is likely to be Invoked more frequently than it should— i.e., to 
prevent disruption rather than a real systemic breakdown— there will always be companies just on the 
other side of the ''disruption line" that will not be rescued. The unpredictability about whether these 
borderline cases will be rescued will create arbitrary gains and losses and otherwise be harmful to 
investors, counterparties and creditors. 

The reasons for authorizing a government resolution regime are weak 

Most of the reasons to support a federal resolution authority are weak, or can be accommodated 
equally well in bankruptcy. 

Panic runs 
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Highly leveraged financial institutions are subject to "panic runs" because their liabilities tend to be 
short-term while their assets are long term. The mismatch means that creditors who can run First are 
better off than those who run later. This is true, but not relevant. Above. I argue that a nonbank 
financial institution cannot create a systemic breakdown. Under these circumstarKes, there is no reason 
to be concerned about runs at these institutions. To be sure, runs on financial institutions are disruptive 
and distribute losses arbitrarily by penalizing those who do not act quickly enough to withdraw their 
assets from a failing institution. However, these are not sufficient reasons for the government to step in 
and prevent runs. Indeed, the possibility of a run on a financial Institution causes investors to pay more 
attention to monitoring, especially monitoring of leverage. Moreover, a run causes an institution quickly 
to shut down, putting a stop to its losses and preserving its assets for its creditors. It Is also likely to 
cause a change in management, which in many cases will be an improvement. 

Fire safes 

Without a government rescue facility, it is argued, a failing nonbank financial institution might be 
required to engage in a "fire sale" of its assets, driving down the value of the same assets held by other 
companies that are still solvent. Assuming that the institution is insolvent rather than merely illiquid (in 
which case Fed liquidity lending under 13(3) would be adequate), a bankruptcy filing Invokes an 
automatic stay on collections by creditors, which prevents the necessity for a fire sale. Of course, this 
leaves the creditors with tosses, but again there is a question whether these losses would result In a 
systemic breakdown. 

Some experts have proposed that bankruptcy law be amended so that repo lenders and credit default 
swap counterparties--both of which are now exempt from the automatic stay in bankruptcy^would in 
the future be subject to the stay in cases where systemically important firms enter bankruptcy. There 
appear to be two reasons for this. First, it is argued that allowing these counterparties to sell their 
collateral all at once could drive down asset values and weaken other Hrms that hold the same 
collateral, and second, subjecb'ng these creditors to the stay would force them to monitor the activities 
of the borrower more closely. However, it Is questionable whether the sale of the collateral of a single 
Institution, no matter how large, would have a significant effect over any extended period in the value of 
collateral that is otherwise of good quality, and there are many other creditors with the incentives to 
monitor. In addition, allowing COSs to retain their exemption from the automatic stay may be necessary 
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because the management (in a DIP case) or the trustee in bankruptcy has discretion whether to accept 
or reject CDS contracts. This can take time, and meanwhile the CDS counterparty does not know 
whether to buy a replacement hedge, finally, and probably most important, there is the difficulty of 
identifying systemically significant companies in advance; the uncertainty about whether a particular 
company is within that charmed circle— and thus will have all Its repos and COS transactions stayed— 
could Impair financing or the ability to hedge for oimpanles that are not ultimately rescued. 


Bonk holding companies 

Although there Is a procedure (through the FDIC) for working out failed banks, there is no such 
procedure for BHCs. There Is no obvious reason why BHCs should be treated any differently than other 
nonbank financial institutions. All the arguments above about whether nonbank financial institutions 
can create a system breakdown apply to BHCs. which are nothing more than ordinary corporations. 
Banking laws severely restrict transactions between banks and their holding companies, so that the 
failure of a holding company would not have any adverse impact on the condition of the bank. There 
may be ways for holding companies to make it difficult for the FDIC to resolve failing banks (For 
example, the FDIC has a found cases where the failed bank had no employees— they were all 
employees of the 6HC), but the FOIC has sufficient regulatory authority to address minor issues like this. 
They are not an argument for a special regulatory system for BHCs. 

Ironically, the purpose of separating banks and BHCs has been to keep the "safety net" for banks from 
extending to the riskier activities of the holding company. Now. some in Congress who always argued for 
keeping holding companies from engaging in commercial activities want to spread the safety net to the 
financial activities of the holding company— such as securities and insurance, which are said to be riskier 
than banking. It is sometimes argued that BHCs should be treated differently from other financial 
institutions because they have an obligation to provide capital to their subsidiary banks, and if the 
holding company goes into bankruptcy that downstreaming won't be possible. The idea that a BHC has 
an obligation to be a "source of strength" for a subsidiary bank is a Fed policy, not a law. The Fed has 
many times asked Congress to enact this idea, and Congress has not done so. There is In fact no 
obligation for BHCs to support their subsidiary banks. 
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Complexity 

It Is sometimes argued that large nonbank finandai institutions such as BHCs are very complex and 
involve many different activities carried on alt over the world. That's true, but again that doesn't 
distinguish BHCs or other nonbank financial institutions from other large companies that operate many 
subsidiaries involved in many different businesses globally. These companies can and do go into 
bankruptcy, and there's no sound reason to say that financial institutions must be treated differently. It 
is very difficult to unwind a global company because of many conflicts of laws and national interests, but 
again that has not been a reason not to use bankruptcy for nonfinancial Institutions. The many airlines 
that went through the bankruptcy process and emerged to continue in business are testimony to the 
fact that bankruptcy can handle complex international Insolvencies. In addition, the continuing progress 
of the Lehman bankruptcy, without major problems, is strong evidence that no new government based 
system Is necessary. 

Loss of franchise value 

Unlike operating companies, financial institutions are particularly vulnerable to the loss of assets if they 
go into bankruptcy. Their counterparties may not want to trade with them, and their employees might 
leave for firms with better prospects. Operating companies, like airlines, are able to keep going because 
they continue to own their equipment and it doesn't make any difference to a passenger whether the 
airline Is in bankruptcy as long as it flies from one place to another. However, many counterparties may 
not want to deal with a bankrupt financial institution. It is true that financial institutions— which rely 
more than other firms on public confidence— can disappear overnight if that confidence is tost 
However, the first question we should ask Is why we should care about this particular weakness. There is 
no obvious reason why nonbank financial firms should be preserved, or their creditors protected against 
loss, unless it can be shown that their failure will cause a systemic breakdown. BHCs, securities firms, 
finance companies and hedge funds are risk-takers. They should be allowed to fall; not only does the 
possibility of failure promote market discipline, but failure Itself eliminates bad business models and 
weak managements, strengthening the market as a whole. So we are back to the same question about 
how a nonbank financial institution can create systemic risk. If that canrK}t be established, preserving 
financial institutions from failure would be very bad policy; it would preserve bad managements and 
business models and prevent better managements and business models from taking their place. 
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Conctusion 

The administration's proposal to establish a government resolution authority for certain large 
"systemlcally Important^' firms would be a major policy mistake. The administration has not shown how 
a nonbank financial institutional could cause a systemic breakdown, and in the absence of such a 
showing there is no reason to create a special resolution authority. Moreover, even if a nonbank 
financial firm could create systemic risk, the administration has not made clear how officials will be able 
to determine in advance whether a particular company will cause a systemic break down— rather an 
merely a temporary economic disruption— if it fails. In the absence of a standard for making such a 
determination, it is likely that the authority will be used frequently to rescue companies that might only 
create economic disruption if they fail. This will be especially true with respect to firms with politically 
powerful backers. Frequent and unnecessary rescues will introduce moral hazard and be costly to the 
taxpayers, who will end up paying the bills. Under these circumstances, it would be a better policy to use 
the existing bankruptcy system for failing nonbank financial companies. Not only is there no reason to 
rescue nonbank financial firms from bankruptcy, sending them through the bankruptcy system provides 
a degree of certainty to creditors that would not be available in a government run system, and the costs 
of a bankruptcy are borne by the failed company's creditors rather than the taxpayers. Most Important, 
the bankruptcy system encourages creditors to monitor the companies they lend to, reducing moral 
hazard and enhancing market discipline. 
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Uiikkitiu nupi*f\’lM>r- — dw lAimpntillttr oi the Cur* 
rcMiy, (he Fc<lcr4il t^FUsli liMiniiKc l^pirciUon 
(FDtC), itiiJ die R^ileral ~«jhta(n enlinnccJ 

.u4ihi>ri(Y *>hcr tltc «yiiie» tUkl tiim itcHklc (when 
ulnvnr 1.600 kmkn tiU) bitlnJK unJ nn» tvins: 
iittcrcil new /uiihr«itv I’V k)KiniA .hkntnmm* 

(ion atUf failtnj; to um; (hr caritrr lii 

.lycn (he ni-ju cidLifst- the KmVinu ivut'ni; and 
nxm rtiiuiduihk ot all. wn- nwteh in ■iwc .w ihi* 
admuihtnilAin ines rnmiike dh- Fi-d ihe rri^iUtiTOl 

IVttf j. W.illi<*i(k'*-illi«nilA«.-ix«e)n(lK AnhieF. nurr» 

FrJlnw in RtmvmI l\jbci tmnjics .« AEL 

1 1 ^ Si*\vnieefifh Street, N 'Xkdiif^.Ti, h( ' 202-Sfi2 SitA’ trwwtuiM irit 


viniialh' ilv ciuin.' fiii.uwMl l.v^U‘m even rhunuh ibe 
.iKttw V — (he ckwot dilne w haw Iwkl to a *wnih' 
iTHiniror— «tl'(n;(l\ (aileil b> ik'(n;t (he hinpiliu! 

Key points in this Oc/dooA: 

t (hF Otuma adminisliatKin's propossh ir* regulainn 
o( Vie hnvk^ tystem teveii a tnaciBced cooliOeno! 

In Uft'eflcacvutOMemmwtl iitguiailinn 

• Tbe (muKota mnbank IO(>rculirifl/kiU«i Atn^ 
urMcat/toaeaWA^ystimK ttvilwtown. xittwrvc 
no mnm Mi ctMie ^ vvuV netihitort fti4) mly tu 
|jf<M9tl vja'i n AtAne 

• WHhc«il.lWRytotlst)n(^aiX«nW«p^^ 
ttrtukwi (iQtTiaarnieAnantVi n vi»<<nrKynv, 

rneovyotm N qw ‘«(l?rV»iBfiu' 
non' ot rvtroank iwnrel «rr6\MA ewaSiMv' tkKYmp 
a pPTioanem (AAP 

• Thab(inkiun»cvw>(»tavoit«inaiivot(i»'t»oliijms 
aHon«edwitti ciwaanga gcMHnment 
auti«rnydnc>naK4»n[« wsyotci^igwO' irUHl 
n lakng nnnPiVK; fnanoa Irrm 
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bubble chat ulcimacely caused the very kind of crisis the Fed 
is supjrosed to jti'event in the future. I recently listened to a 
speech bv Christina Rumer, the chair of the administration’s 
council of cconon'.ic. advis('7s> who argued 
v/ith a straight face that giving rhis new 
aurhority to tlic red would assure “account- 
ability” Chvvell witiilJ have been envious. 

The point here is that Washingtrui 
cannot seem to think <.'f any rcspittist Kr a 
crisis except to increase the power and 
reach of the goverrarierir’s regulatory sys- 
tem, despite compeiling evideiace that it 
consistenriy faii? to ptotcct the public or 
maintain the health of the financial s\' 5 tcm. 

Many studies, in addition, have showii that 
regulation adds ciwts suppresses ci)mpeti- 
tkna, and reduces innovati^au indeed, in 
tic niaity inicas of tlac oconionay in which 

has cxxuirred — air travel, tclev'omm'anications, 
trucking, and sec:urici«‘s bre>kerage, to name a few — it has 
unifcu'mly produced innitvation and lowertxl cosl-c It is 
time to tliink of somc^thing new, but imagination is not 
Washington’s sti'ong pcant. 

The reigning liberal faith in the dficaey of regulatiCRi and 
government ccum'ol is nowhtTc more dcrirly exhihited 
tltait in die prqiosals d' die Obama adniinistKitiiHi fiir the 
regtiLicion of die financial system. A number of caidicr ( ^a- 
loo/cs hai'e atidi'essed tlie deficit’ncitns and simple wTong- 
headedness of the C/bama priiposals,^ but one idea has mit 
received the extensive consideriition it warrants — the 
notion thtic wc: need a govcmnient-nni mechanism for the 
“orderly rescikition’’ of systemically significant nonhaiik 
financial firms when they fail.^ Of ail the Obama proposals 
for expiDiidiiig government authority, this Ls the only one 
diat seems now to have any real iractioii eii Capitol Hill — 
prohalily because l\';di die regulatory estab’u.shment and the 
big fmiincial institutions cun see benefits in it for them. The 
adminiscratioii’s m-gurnent — building on the .aftermath trf 
die Lebinun Lh'odiers biuiknintcy — is that allowing a “sys- 
reniicailv sipnillcam' nonbank financial institution to enter 
m 0 0 III , hinkrui uv ve.iing will produce a “disor- 
derly' collapse and tnuscontric'ute to a systemic breakdown. 
The pivniosal ajpues only to iionhaiik financial mstittitioLis 
‘•I' t lu'^. Ill 1 1 J 'inks .ind oil',.! Jcpc-sitory^ insdtucions arc 
liti., d\ c vtcu •>> a ic'olution 'y®tcnirun by die FDIC. 

j-vccvsramg to the administration, nonbank financial 
institiiiions that might be SYStemically important include 
bank bolding companies, iasiuance companies, securities 
films, finance companies, hedge funds, priv'ate equicy firms. 


The piiint here ls 
that Wa.shmgt(jn 
cannot seem to think 
of any response to a 
crisis except to increase 
the power and reach 
of die government’s 
rci'ulatoiT' s^tem. 


and any other financial-related firm that might — because 
of its “size, leverage or interconn.ectevlness’’- — cause a 
systemic breakdown if it fails. The tact that none of 
those tcmis has any definitive: content is a 
tip-off that what we are talking about is 
unfctttmi disi'ivtion. 

This Ojirloi'ik fi'gues that while die term,'' 
“syiitemic risk” or “systcniic breakdown” can 
be defined in v.xTds. diey cannot be used as 
an effective guide for policy action. We 
have no uny of knowing when or under 
what circuinsfances the failure of a partic.'j- 
hr company will cause something as serious 
as a sysu-mic breakdown — as distinguished 
ffan a simple disrupticm in tlie ecoiiiamy, 
Cjiw<;miTK.’tit officials' inability to forecast 
or prcdk't the effect of u particular com- 
jiaiiy’s failure will mean diat die govern- 
ment w-iil cake oi’er oi' rescue from banknipccy many 
companies diat should lx* allowed to fail in the normal way. 
As the lace living Kristol obseived, “it is |•^llicic.ally impossi- 
ble tor any state to cope widi the banknipudcs associated 
with ccrimoniic risk taking."’ Once the goveniment takes 
responsibility for preventing syswmic breakdowns, it will use 
that auth<xir\' liberally to prevent mere economic disinp- 
tioii. The bailouts of (.iciictal Motors and CTirysler make 
clear linw this will wvirL Moreover, it will Ix' impossible to 
tell, after the government resoluti(.)n autliority has acted, 
whetlicr the particuLu' failuie woukl actually have caused a 
syrstemic breakdown, making Ckiiigress’s ability to oversee 
the use ofthis new pxiwcr wholly incftcctivc. The result will 
be to intrcduce moral barard into the financial system, as 
credicorscome to believe that laigs? financial companies will 
be rcscucih die AdvrUitigc diis will confer on lai^e firrAS will 
be con'^titively .significaiic, driving sniali fimi« out of'mai- 
kets in vvhicli they coedd lonnerly comjxitc and werkening 
the financial system as infeiaa' managetnencs and business 
uxxicLs are saved fixim extinction by government acti'on — 
aU ultimately paid ft>r by the taxpayeix. 

In addition, a resolution system fcir ncmi'it.inrc fiiiancial 
institiitions is unnecressary to prevent n systemic break- 
down. Such an event occurs when the failure of one finan- 
cial iiisticutinii causes such large lasses to others drat drey 
arc unable to meet their owu obligations, drus causing 
losses to cascade drrough dre entire economy. Losses ol this 
kind, how’ever, can v>nly be caused by the failure ot a Luge 
commercial bank, w'hich depriv es other bank' ot dre toirds 
they were expectiruj ix)b<;paid, deprives businesses of access 
to their working capital or payroll fiintis. and deprives 
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individuals of the funds they use for their daily needs. The 
losses chHC^-KCiir when a nonbank financial instiaition fails 
aie not of this character; they oc:cur over time as obliga- 
ticns tb.at conic due arc not paid and affect creditors and 
ccniHicipartics that arc generally diversified and able to 
v.'iti'isr-r.id an occasional loss. R>r example, a bank, failure 
t:ouki deprive a business of the citsh with which to meet its 
payroll, hut it is higlaly unlikely that the fiiilurc of a non- 
bank tinar.cial 'ir.stitutii.m will hsivc a siniilai effect esn the 
diversifies! lenders that are likely to be its counterparties. 

Accordingly there is no Ssiund pv>!ii.T.' basis for providing 
■he government witli autbv.H'ity to retolve non bank financial 
institutions, and sranting such autboriiy wailci be harmfii! 
CO tl'.e financial system and the iX'cmoniy generally. Instead, 
failing nonbank financial institutions, both large and 
siiiali, should lie allowed to go into biinkn^tcy. This Out- 
look will show ciia: the iKlministnition’s pnrposal is both 
Limtecessary and potentially hanniul to the iutuie stnbility'of 
die financial system, 

The Administration’s Plan 
Compared to Bankruptcy 

The aclmiiiiscration’s plan includes two possible scxnaric* — 
a conscrvatovsliip, in which the institution is mantjgcd back 
til viability, and a receivership, in which the institution is 
incrbably sold or liquidated. A ccxnscrvatorship resembles a 
chapter eleven bankniptcyprcxieexling, in which the debtor 
remains in possession iff its asseus and o.)nunues ai iiperatc 
die business. In bodi cases, the objective Ls to return the 
finn to viability rarliCT than to unwind it. However, in a 
gciveniment-mandated conseivatorsbip, the iimi is man- 
aged by a government attency, while in chapter eleven the 
eperations of die company remain in the hands of its 
niauiagcment. A vecetvership resembles a chapter seven 
bmkruptcy, in which die debtor is simjily wound 141 — its 
assets sokl and creditors paid off based on their priority. 

There .uc nvo reciuirements for a successful exit from 
chapter eleven — the necessary financing {kn<?WTi as 
tiebtov'in-pcissessio’.i. or DiP financing) to keep the debtor 
oiKrrating as a going ceneem, and the creditors’ agreement 
to take less than they would get in a liquidation, in the 
hojic tliat die debtor will eventually be abic so pay them 
in full. Ill chapter eieven. the debtor prepares a pbn for 
recovery, ior approval by die crcditcis votii'^ by class. If 
die creditors decide die company’s pnspects fo-r eventual 
prcditability are ncx sufficiently g<xxl Co give them a 
>:iiance to, recvuip their lasses, they can vote dowm a plan 
for recowry. and the debtor will be liquidated. 


Similarly, under the administration's plan, if the I'esclu- 
tionagency (acungasaconsen, toiKIc'^eiiT r^ h trli'-i'- 
is no fiirther danger of a systc tik bre«k I >n it i. m 1 { 1 
date the company — pcrlraps rennbureing itselt tor tlit: 
funds it has cxtcndoii — orrcf rn I'l, , orii\in\ x f'n mi 1 il 
viability it that is feasible ano weraitid t'\ hi. lun n 
stances. The administeirLon’s piim would, under most 
circumstances, a.*4P' die rcsnonsihilitv' tor rcsolvuig <1 
failing financial firm to the FDltlaiid is thus anodicr exam- 
ple ot rew’arjing an agency wixise peiformance has r.e>c 
been exemplary. In the last CW’O years, rhe FDIC lias 
resolved appuaximately l ’-;4 failing financial institutions. It 
docs this under rules established in the 'FDIC hiTproveinent 
Act of 1991 . w'hicb cni[xiH'ercd th.c: agency to tak(‘ over 
failing banks before they Lxx'ome insolvtmt. TItc piiqx»se of 
thus authority — called “prompt corrective action” 
(fvlA) — WAS added to the FDlC’s bi-mk resolutitai arsenal 
so die agency could letter protect riic deposit insurance 
fund from the losses chat occur when a failing bank’s liabil- 
ities exceed die value of its assets. Nevertheless, the agency 
Is wLlom able to do sti The FDKl’s averiVte loss tin die 
assets of the banks it has closcxl over t:lie last two years is 
apiiroxiniarcly 2.5 percent.’'' If this is the record with respect 
CO banks, it is fanciful to believe that the losses will he 
less tic the much more complex and substiintially larger 
noiiliank. financial ia«titucioii.« that die administi'atiai 
cjqiccts die FDK'l to rcst’ilvc — widi no special expertise in 
the iTwccer-— in the fiiture. 

What Will Occur under the 
AdminivStration’s Plan? 

Taking the adniinistintion’s prqx'sal at face value, an 
“orderly” resoluticti will begin a.s s^imediing like a conscr- 
vatorshi{i. This seems essential because — under the aiimiii- 
LStration’s assumpcu‘>na — die failure of a systcmically 
impiiitant coni4''uny will, by defir.icio.n, ciause a s’.i,:eniii;: 
breakdown. In oaler to avoid diat result, cne companv wilt 
have &i be kept in o|ierdrk>ii fix a pini, xl c't time. Assuming 
that the necessary financing ispiovidtO h, the c' > tnu i 
(an issue discussed later), the failed vinancial insiitjriir.i 
will be operated by the consen-aror, at least for a period of 
time necessary to assure dicro is no 'ter i hi.. ikJt \ 1 
when the mstitucioLi is eventually 1 1 I ,-ud ' Li 'l 
circumstances, there arc direc possii'lc ovtcoi i.' ' diu 
failed inscitutkin’s creditors. 

Optioii One. If the o’tijective (d the orderly resolution is to 
avoid a systemic breakdown, then all creditors whose loans 
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ma^ii'e wlieii the coveniment controls the institution wi! 
likely be paid in Kul. Tins is because the establishment of a 
c> nve" ii"! l'■'lp 1 I the failing company is liicely to be an 
event of dctault ni'.dcr it? icxrn arrangements, whiich nor- 
in l\ ncvUr nsLiKmar riiy of its obligations. It is unlikely 
chat the FT.'R . or any other govenanient agency that takes 
over a nonbimk tinrincial institution will 
immediatclv stop payments to these credi- It appcat 
tirts. This could — lu'der the rationiile fcir ■< 

, , , , , was a colla 

estiiblishing a ressilurion agency — ca«i«- the 

systemic L'leakdovsi chat cht' entire resolii- confidcili 

lion scnx'tiiie is stip]x>se\l rt> prevent. y T o 


It appears that there 
was a collapse of market 
confidence when the 


Option Two. Another jxis'ibilily is timt the 
ir.stitutioi'.’s Icmg-term creditors are paki a 
[xution of what dicy arc owed Kit Mch’iscd 


U-S. government 
appeared to he 
ptuiicking, rather than a 


simply an economic disruption of some kind’ The failure 
of any large company will cause disiupticn — loss of jobs, 
losses to creditors, or perh.aj^s the clisappearance ox an 
important intermediary^ Although setting up a Tcsolution 
system that would actually prevent a systemic brenkdown 
might make sense, it would nc>t be good policy to aiiti'.orizc 
a resolution sv-stem that, in practice, is used 
lat there to prevent mere .lisnipticui. That would 
r , create extensive nuiral hci^ard au'd ha\'e the 

ot market .. 

eneccotpresei'ving companies ano manage- 
vhen the ments diat should be eliminated. If weak 
business mtxlels and bad managements are 

nment , , , 

P'rcscTveo by gytvcrnmcn.t action, tnat 

to he would weaken emr eccmomic system overall 

L .-L hv preventing fx'ttcr bvisiness nxiocls and 

her than a , 

ix’ttcv trauagcinencs moving up to 


that they will not be paid in till! at the end fear in the market tltat take their place. 


ol' die govcmnicnt’s ccnitroL This vwxikl 
presumably prevent the immediate losses 
chat would eccur if payments to creiiiiors 
were stopped entirely. This cption wtiuld 
not be available in bankruptcy, in which 
ixebankrupti'y crciditors can be paid only 
in special ciicumstances. 


Lehman’s collapse 
would cause losses to 
cascade through the 
world’s economy. 


Option Three. A third qitii.'ni nii^t lie to stop all i\iy” 
raents to creditors. This would lx; ck>stst to a baiikruiitcy. 
ii'hei'e tlie debtor in |xissession is not generally able to 
pay prebankruptcy ctediuirs unless there is iin exemption 
from the stay ptovisitins chat niirmally applyt However, 
this is highly unlikely, since it would vitiate the entire 
rationale for setting up a goveniinent agency to resolve a 
failing nonbank financial firm. For this reason, in the 
following disiiLission, wc will assume diat die admiiiLstra- 
tioii’splaii will involve die use iifeitlier option one or two. 


'oUa se administration has not suggested 

how a systemic risk would be distinguished 
losses to fi'om a mere risk of economic disiiiption, 

I 1 and it is fax from clear that it is possible to 

)ugh the , , . , , , , V 

make such a determination m advance, ict 

inomy. the distinction between the two is crucial; it 
provides the only limitation on the gciveni- 
ment’s power ro take over failing fini-incial institutions. 
Without such limits, it Is highly likely diat the ixiwct will 
lx: Ltsed to prevent oidiiiary ocoiioniic disruption rather 
than the far more dangeixxis systemic breakdown. The 
recent rescues of (jeneiul Motors and CUhrysler are exam- 
ples irf government action to prevent economic disiiiption; 
noone has contended that die failure of' c;ither company, or 
both, wadd have cre.ited a sysKmic breakekiwn. Without 
clear limits, the resolution authority tiie administration is 
ptot'Kisii'^ will inevitaldy becotiK: a pemiaaieiit TAllP to; 
die financial svstcni. 


Is a Resolution Authority Necessary? 

What is the prol'iemfor whicharesi'luLionaiitboriPy Lsche 
soiutioni The .iciministration’s argument is that the col- 
lapse of a large nonhank financial institiitioii could cause 
a S'^^temic h'reakdown: to avoid this outcome, the govern- 
meat shouid have die authority to take over any such finn 
riiid resolve it in an in'dcrlv niaiinci. However, the admin- 
istration's rationale tor its pxciposal is h.4i^ly questionable. 

Sy'stemic Breakdow n versus Economic Disruption, is it 
possible Cc' know in [advance whether the failure of a par- 
pcular firm vviii cause a systemic bi'eakdown, rather than 


WHuit Causes a S>?>temic Breakdown? In iidviinciiig its 
various pnijiiisaLs, the Jidministration has gtiCten a free pass 
on the question «« wliat a systemic risk actually is ;uiJ how 
a systemic breakdown might ctccur. Administration 
spoke^ersons regiilariy describe .sysremicaliy imptirtant 
firms as those th.at are the “largest, most leveraged and 
most intcrcanncctcd”^ but never say lie)w dicsc factors 
m%ht create systemic rL'^k. Even assuming tiiar the 
administration could describe ii<3w it wc-uld distinguish 
between a systemic breaksinvn and an economic disrup- 
tion, it still would be necessary to explain how a nonbank 
financial firm wtxild clause a systemic breakdown if it were 
to feil. 
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Poinrinc to the eveiitj! tiiar occurred after Lehman's 
coilHj?se a yeai asp is not sufficient. Although many 
obsei'vers seein to assume that what followed the bank- 
n;prcy of Lclin'iap. was a systotnic breakdown, this is far 
from clear. Tlic renri systcisiii risk usually refers to the pos- 

sibility that the failure of a single large firm 

will cause dae faulure of others through a 
v.ouitagion-like pr(x.'css in which a cascade 
oi losses nc'ws through an economy. The 
administiationV txincem about sysrem.i- 
caliy '.mporunt rrms seems based on this 
idea sir.ee tne Treasurv pr<,)CH,-)ses tssrectilate 
ah large firms as a way of preventing sys- 
remic. risk. However, applying this stand- 
aid, Lehman’s bankruptcy did not seem to 
cause major or systemic liases. With the 
single exception of the Reserve Fund — a 
money market mutual fund that had 
invested heavily and iinprudenciy in 
Leliman’s coinmertiial paper — no siK'h Lehman-caiiseti 
failures have been rep<>rtesl. In a market in which there 
was nenre of tltc panii.: that existed in Septenilx:T 2008. 
Lehman’s failure would not have caused a (reeuviip that 
many have identified as a systemic breakdown. It is note- 
worthy in this conneetkm that when the large securities 
firm Drcxel Burnham Lamlvrt failed m 1900, tlrerc was no 
major fidversc effect on the niaikcts, even diough Drexcl 
Burnharn was as significant a firm at that rime as Lehman 
was eighteen years later, 

What happened after Lehman is better described a.s the 
rcisult of a “common shoi'.k” to the market rather than a 
systemic breakdown. A comnx'in shciek can occur as a 
result of any majcir event that creates widespread uncer- 
tainty about the future. Lehman was such a shock, largely 
because of die nuiral ha:ard created by the rescue of 
Boiar Stearns six months earlier. A.frer the Boar rescue, 
market participants were justiiicd in helicvii^ that any 
firm Lugev tbim Dear would akiK- saved from bankruptcy. 


The more moral hazard 
is intKxluccd into 
the system, the greater 
the competitive 
advantage it will 
provide to the latter 
companies tbuxt will lie 
eligible for resolution. 


example, as Stanford University- economist John R. Tay- 
lor's analysis has showr.,^ the global freeze-up in lending 
txcurred several days after the Lehman faiiui'e, arnl was 
actually coincident with tlic Treasury-Fed request for what 
ultimately became TARP funds; it ap-pears rhai rl'.erc was 

a collapse of market confidence when the 

U.S. gtivemment appeared to be panicking, 
rather dian a tear in the m;u'ket drat 
Lehman’s t\)lbqase wiuild caiuse losses to 
cascade dirc^igh the woi ld’s e^'oiromy. 

If a svstemic brealcviown is tb.e result of 
losses others aetualiv incur because of the 
failiirc of a Large nc>nb?.nk financial instini- 
tion., then the administration should 
explain the mechanism by whicli this con- 
tagion i5r cascading scries of kwscs iurtually 
(xx'urs. Indeed, it Ls not dear diat there is a 
mcciianism dxrough which the frilurc of a 
nonbank financial institution — say, a bank 
holding company — -woiiid Ire able to transmit losses to 
odier institutions. It is e<i«Y to see how such lt)sses ccjukl be 
caused by the ffiilurcof a lai^: dc[X)sitory institution such 
as a commcivia! bank. Fkitik boiTowiiigs — tieixrsits — are 
withdrawable on demand. Fkisinesses dqrosir payrolls in 
hiuiks, individuals use bank iirtcounts to pay their daily 
obligadons, small banks dc|V)sit funds in large banks and 
rely on large hanks fiir acc.>tss to die payment system. If a 
large bank fails, all thtwe parries and many others suffer 
iminedidtt aish losses and iiuty be unable to meet dieir 
(dsligatiims, creating an etqsanding series iff' defaults 
through ar. economy. This is the chissic. systemic break- 
down arxi why d'.e FDIC has riK' pow'er to step in and 
resolve a lai'ge commetv.ial hank immediately. 

Nonbaiik fiuiincial firms borrow tor long fjid sliiirt 
terms, limvevci. and their short-torn: bonnwings arc 
iLSually coUatcralitcd dtrough tcpiiicliasc (rcix>) agree- 
ments or as.sec-backeJ commercial paper, Ik)th long- and 
short-term creditors of mrfPank fii'.ancial institutions are 


When drat did not itcur in Leh-nan's ca.se, all market par- 
ticipants had to recalibrate the risks they faced in dealing 
vvitl: otliers. and rhe hoarding of cash, began. Under this 
analysis, what followed Lehman’s 'bankruptcy could have 
been provoked isy d:c ass-ossination of an important world 
leader, tlie coikpsc U die government of a major od 
exporting cetuntiy, or an cardic|iiakc in a major developed 
country A cotmnon shiiitk caused by any of these ei’ents 
woulc, of cixirse, .not be prevented either by regulating 
s\i-ceiTiicaHy important companies or setting up a special 
government authofity to resolve them when they fell. For 


generally divei>ified and c;ui c,ike the eventuKl los>es with- 
out becoming insolvent or illiquid themselves. In addition, 
the short-term or repo cretli ton have collateral that should 
enable them to recoup at least a substantial portion of their 
loftscs. Some obscr\--crs siguc tliat repo fii:ancii:g used by 
nonbank finai'arial msdtutions lom create conditions very 
similar to a bank cun.' However, these discussions gener- 
ally do not exp’iain what Ls systemically hiunitul <ibt.'ut a 
ran of this kind on a non'hank financial institution. Repo 
lenders are very diiterent tixui: depositors; in addition to 
the collateral they hold, they are mucli mcire likely to be 
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diversified and rhiis less aftecred by the feiKire of a non- special benefits and dispensation?;. This cannot be iindei- 

bank financial institution to which they have lent funds. estimated. There will be pi'essure i.>n re^ailators to rescne 

Tn other woixis, aittiot'.jth a ‘‘mn” on a reonbank financial firms with influential managemenrs, or tiom sta-ites o)' dis- 

insfituticn h.ts similarities to a nm on a bank, it docs not diets that arc rcprcsci'.tod by influential '.awniakcrs. If the 

hav( — it probat'ly <. anrior have — the same icsoiutioit aurherity exists, it wiii l\' used to 

systemic effects as a depositor's’ rjn that Resolving a bank is favor these ce«!pariies, to the dertiment of 
causes a huge decxrsiton’ institution like a others, and ptohably the taxpayers, 

coimicrcial hank to ckwe. nothing like resolving Finally, as n< itiid alxn'c, rescue I'f a firm 

Thus, <,u"lc can make a stTiffig arirument ^ failed nonbank siuruU ‘Otrierwise ha.vc tailed hurt; the 

that systemic I'lslc or a systemic breakdown fiiTus with better biis!nes.s moileis anil Isettei' 

c.aniK.it be created by tlse faiiiire of a non- financial institution. manaj.’eir.encs tiiat m’.i'ht have moved up t.i 

fwnk financial insricution. and h sex there is take die place ot the tailec tirrn. Even in the 

no reason to crenro o spetia! resolution authority to pre- unlikely event that a ress'ucd nrnt i,s eventually liquidau'd, 

vent the failure cTsuch an institution. The same reasoning rather than simply retun'.ed to b.calth under gctvcrnmcr.t 

also nullifies the arguntent that a resolution authority contnol, the time betsveer. die takeover by the govemment. 

would be miirc flexible in treating prebankruptcy credi- the intKxluction of govetninent I'jnds to keep the company 

tors (tjption two above), since these creditors — which arc operating and competirtg. and the pn^spect mat the firm 

largely diversified institaticaial lenders whcr wchiH niot he m^ht one day return as a com{X'titor will supfucss contpC' 

sevei'ely aft'ecteil by tire failure of huge nonbank financial dcion from other, betcer-managetl firms in the sai'ne market, 

institution — do not need special treatment in order to 

avoid a systemic breakdown. Mural Hazard and Competitive Advantages for Large 

Companies. Tlie fi-equeut use of the resolution authority 
Additional Dangers From a will create nK»rai hataal. A strong case can be made that 

Resolution Authority riie re<K,:(.ie of Bear ilteams did just this. After the Bear 

rescue in Miirch 2008, creditors appiu'cntly expected 
Even if wc emeede that the failure neail'wmk financial hmis bi-get than Bo;ir ro lie saved. Wlicn Lehman was 
institution cowld create systemic risk, there are still several allowed ro fail, diLs exjiectation was shatt;crcd, causing 

reasons a government reseiliition agency for nonbank every market participant to reassess the safety and sound- 

financial institutions woukl be bid policy. nes.sof its ciHinteqiai'ties. 

St) tlic dmgei Ls tliac as die resolution audiority is used 
Excessive Use. Tlie existence of authority to rake ovoi a more ffetiuently to prevent cx'-onemiic or financial disrup- 

nonbank financial institution will make such takeovers tions. it will tend to create similar expectations for more 

more likeiy. As cliatussed al.x>ve, once the authoriry is and more fimis. re.sulting in more nxira! hazard— and 

institutionalized drrnugh legislatu")!!. cifficials will use it ro maybe even common slwb on a global scale — any 

prevent disrupticuis in the eci'niomv, not just a systemic time die audiotity ls nor u.std. ITe more nic-ral hazaitl is 

breakdown, llegula.tors will tear l-nting criticized for die introduced inro die system, the .gi'catcr die competitive 

disruption that the tirilure a large nonbank financial aJvanojge it will provide to die larger companies that will 

institution will cause — uneinplovnient, a decline in stixk be eligible fiir resolutiiin. This is because die pv Kendal of 

prices, the cem|xira.iy diskvations diar rxeur Ki some government suiiport Ci' prevent railure will encourage 

com oTi 1 'toi H 's — but will be coiigraailattd and their crediroi's to believe they are less 'dskv than other 

iTcaied as iieroes ir they ste'p in to prevent these events. companies, weakening the usual I'esnaints of market disci- 

Tl n 't'pe nil 'iktK ti occur because, as noted above, piine. These apparently protected companies wil! be able to 

dierc IS nc. cttectivc wav ro distinguish in advance betw’ccn attract irxtrc capital and cnxiit dian dicit smalLcr coaipcti- 

a iiL ii dill \ IT iii'i. 1 'ysttiiiic breakdown and cme that tors, which willgradiuailvbckxced out of contested markets, 

rt 11 iiiLil tc ipoinry cxcaiomic disrupticai. 

An I el im| it lit factor to cexisider is the ability of Cost. As outlined aKw'e, the administration’s concept of 

large companies ;ini! their managements to infl'aence the an “orderly” resolution aiU.st i.nvolve placing a fl-iled or 

government, and die ability ot influential ainstituencies bailin g iiLstimtion in a kind of conservatorship si* that it 

and powa'iful lawTiVikers to force government into granting coiitiniies operating. CWierwise, abruptly closiT''.g ir down 
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will cause what the resoluriori authority was supposed to a healthy institution. However, the institutions that vvil! 

j?revt-nr — a stTsteinic breakdown. Accordint»iy, the agency be covered by the administrations p;' 0 |;osed resolution 

ii 1 1 n , t the i npirrMtorship will have to provide the authoritt^ w'ill be very larj^' and complex, Px-'cause the 
ilk 1 in tjiiding s , tin company can continue toeperate objective of the resolurion authonc/ will be to make sure 

unJvr U'’\cnimi.rt . nnol. This will entail paying off its the feilcd instiaition docs not cause a systemic breakdown 

cndvi 'fi 'll wliol oi 1 1 pfiTt and retaining its employees (assunving it can), the resolution authority will have to be 

and necessaiy ottices and equipment. All erf this w'iil amcemed about aJl its crediairs, not just deposittirs. The 

require trie expenditure of t^ixpayer funds, unless there is FDIC will hiwc no raiirc ex|'crience in reveuing a Lirge 

rinothcr fiiiiding source, dhc FDIC a dmin isters a Fund and compLcxnonbanktinancuil institution dpan ejiy other 

maintained by deposit inijirant^e levies on agency If we want an example of what that 

.lil insured banki and uses that hind CO Bankruptcy aS thc whii be like, AlOp'rovkies it, That takeewer 

finance the cieising of failed banks and the - , . has resulted in a huge transfer of govern- 

. I j - I nrst choice tor r j . t,- i j 

Ceimpcnsatioi'i or the insured ocpn.isitors. It ment funds (x> AlLi with nc> end yet ui 

then Toimbiirecs itself by selling off the disposing of a failed sight. AlG’scncc-healthy subsidiaries have 

assecsof the failed institution, .Any remain- , , , nor yet Ix-en Mki to reimburse tbe tax- 

, , .1 u • 1 nonhank tinancial i - x r c aic’ 

ing tunas arc used to pay oli the vjtinsurcd payers '•md me tuial status of AlC is ncx 

dept^sitora and other creditors. institution would vet resolved — a year after it was taken (wer. 

Where will the fuitels come froin ii'ir the . , ... 

resolution of nonbank financial institu- iWl man^ Ot t le Wwn Bankruptcy is a Better Foundation, 

tions? One scHirce might be the industry in problcutS associatcd The absence of any expertise in resolving 

which the failed eMiT 4 ''aay operated while ^ , failed nonbank finijneial institutions any- 

another might be all large nonl'wink finan- ‘ ' where in the federal gcivemment is one 

dal institutions. In either case, it would be a government strong reason for relying cm bankruptcy 

difficult ro set up a fund similar to the bank , , for mibst failures. If there is likely to be 

, , resolution authority. , i r i i 

insurance fund, because me anu>ur.t ncccs- ' expertise anywhere m resolving tailed 

sary for a credible fund would lx; very hi^i. finaiu'ial institutions, it would lx in die 

The total government cimtiibutieii to AIC5 exceeds bankruptcy courts. Bankruptcy judges arc aiqiointed for 

$100 billion at this point. This is considerably more than terms of fcHirteen years and develep expertise in all aspects 

die FDIG’s bank insurance kind which vv-ik $52.4 billion of Insolvency ;uid workouts. In Luge cities, banki'uptcy 

at its highest point in 2007.*^ To colkci a sum this large juikfes, magistrates, and sfiecial masters are likely to have 

in advance or to raxwer ir afterward would rt'Oriirc a acquinsd the specialized knowledge nec-cssary to resolve 

serious levy on the companies eaileil upon CO make the con- financial tnsdronons — c.ertainly more knowledge than 

cribution. perhaps jeopardizing their health hit certainly goveniment officials whe> h.avs never seen an insolvent 

jeopardizing dicir ability to compete outside the United sccuiities fimi, insutaiice cc-nijsany, fiiiviiiee company or 

States widi fiircigii conqsirjiics not subject ti'i such a a'lsc. hedge fund. .iAny JeficLciicios in the bankruptcy system for 

Tlie likdihcod, rlien, is diat — it’aresi'>lutii'5nageneyLScstab- handling large iicaibaiik tinancial institutiems are beyond 

Lshed — die taxpayers will ultimately end up ftxitirqj the bill the saipe of this Oudcxyk, but in .iiiy event ciin be 

addressed by legislation if these deficiencies lue identified 
Lack of ExpertLse. The administration dties not propose with specificityt 

to esrabiish a new agency for resolving nonbank financial Bankruptcy as the firet cliCMce for disposing of a failed 

institutions, but rather to turn over die resolution tespon- nonbank financial institution would a\'oid many of the 

sibiiit>- to the FDIC. This is problematic; resolving a bank problems asscc.iateo with creating a poveinrrient leschition 

is nothing like rcsiilvii'^: a failed noiibaiik financial insti- authorityv it would assure thai: tlic prcbaiilo-upccy cicditots 

tLition. For one diing, nikist haiik« arc small and arc take losses of some kind — avoiding moral hazaixl and main- 

rcsctlvcd ewer a weekend- 1 here is almost always a buyer mining mar ker discipline — and die rules are known in 

tor the dep'.'sits, luid unless the bank is so large as to create advance, sti creditors will be .avare of dieir rights as well as 

a danger of a sy'reiiiic effect, the only creditors the FDIC their risks. Ikith the L7rexel Burnham bankruptcy in 1990 

has to be concerned aixujt are the insured depositors' these and the Lehman bankrujitcy show that vep' Luge nonhauik 

are often made whole simply by transferring the deposits to financial instimrions can be resolved by the bankruptcy 
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courts without difficiilt>s itidfed, the bankniptcy system has 
•done ^ mu'ch more efficient job in resolving Lehman 
pii'orhei's tnan the red has ck>ne wth AIG. Within a fov- 
w.nl (' hm n (iliiip, the trustee had sold ofTLchmai'i’s 
bi ku t. >. ' r it^ 111 stn ('!H management, and its invest- 
rnent hanking hnsiness to four different buyers. None of this 
disgatcn t'.a'- been present in the AIG cii.se. Finally^ bank- 
oiptcy provides a market-Ktsod judgment tm whether a 
firm sh-rji'd rctuiT. t<.' viability The crcdiKvrs ultimately 
(.lecidc wbetnei' thev sIroii’J forges the partial repat’ment 
thev wi!. receive in a liquidation, in the ht^ that they 
will eventuallv receive fuli ref'ayment if the debtor is 
returned to viability. When a fimt is take.', over by the 
gcivcrnntent. how<'\-cr. ixiliticai pressures — by important 
members ofCongrcss or powerful constituci'.cies — are more 
likely to be tltc determinants oi whether the o'mpany 
survives. Again, (.lencral Mott'rs .md Ghryslcr arc examples 
of tlvis phenomenon. Sending foiled r.cnrlsink finaivcial 
institutions to the bankmprery courts is the rewlution 
mechanism embodied in HR .3310 (The Consumer Pro- 
tection tmd ReguLitory Enhancement Act), intnaducetl in 
Into July by the House Republican leadership. This seems a 
sensible alternative to the administration’s plan. 

Uncertainty and Unpredictability. Finally, the existence 
of a govcmraeiit resolution authority creates uncertainty 
about when it will be invoked and which creditinrs will be 
paid in what c.)tder, Although, as argued alxwre, it is likely 
to be invoked more frequently than it shiHilJ — that is, to 
prevent disruption raclier than a real systemic break- 
dowTi — there will alw'ays be companies just ois the oclicr 
side of the “disruption line” that will not be rescued. The 
unpredictability alxiut whether these Iwderline cases will 
be rescued will create n'..iral haiard, arbitrary losses as well 
as arbitrary gains, aiid otherwise ix'tven the incentives of 
investoi-s, cc'uiiteqiarcics, ejid cteditisrs. 

Other Special Cases 

Bank Holding Companies. Although there is a procedure 
(through the FT.flC) for working otit failed banks, there is 
no such procedure for resolving bank holding companies 
(BHCisL There is i I c'"*>n why BHQs which arc 
oomparJes tivat coat 1 i-o- -houkl be created any differ- 
ently thai'- odver i .. I a rk ft uncial institutions. the 
points alxive about wliemcr nonbaiik financial institutions 
car. create a systemic breakdown apply U) BHC.S. Banking 
Laws severely restrict aansactions h«tw’een banks and their 
Holding companies, so that the failure of a holding com- 


pany wtxi Id not have any adverse effect on the condition of 
the bank and vice versa. There may be waris for holding 
companies to make it difficult for the FDiG to resoive 
foiling banks (for example, the FDK.l has fciuiid cases in 
which the foiled bank had no empiciyces — tliey were all 
cmploy'ecs of the BHC). hut the FDIC has sufficient regu- 
L-iJiiry authority to addres.s minor issues like this. They axe 
not an aqjumcnt fix a spsecial rcgiilutoty system ti>r L^HCJs. 

Ircsiically, the purpose trt .separating banks and BHC.'.s 
has been to keep the “safety- net” for banks fiona extending 
to the riskier activities of the holding company, Now. sesnae 
in Clongress ami elsewhere who have always argued ior 
keeping holding comipanics ffcun engriging in commercial 
activities in order to ‘V^ctcct die .safety ner.” anacar willing 
to spread the safety net to rfic financial activities of 
LMOi — such as securities and insurcince — ^which arc said 
t) be rl-skicr than baivking and not i'pprofn'iate for safety net 
oavcr^c. The admiiYLsmation’s pnqxisal Lt a resolution 
authority and ocb.er procK-isals c<.) allow tiae FT-MG to fake 
control of BH(.’s would now extend tIae safety net to BHCs, 
rewrsiiig many years of coiigresiion<d [rolicy, putting much 
ma'c pK:ssu!X' on die dc[Xisit insurance fund, and raising 
doubt alxnit the priority of BHC creditoi-s. It is sometimes 
•avguesl rfiat RHCs should }.•« a-eacai differently from cither 
financial in.stitucion.'^ because they have an obligation to 
laiovido caiiital oa dieirsulsidiary banks, imd if die holding 
company gixs into liankiuiitcy, die FLhKd will not have 
access to the capitiil that coiikl be dow'nstreanaed t(.i the 
bunk. Tiae idea that a BHG has iua oblig<ition to be a 
“strurce ot'screiagch” frit a subsidiary bank is a Fed policy, not 
a law. If is one oi' those [Xilicies that the Fed uses to justify 
its continuetl authority' to regulate aiad supervise RHCs. 
The Fed has asketl (.loiip-ess many tinaes ro eiaact this idea, 
and txuigicss has not done so. There is iii foot no legal 
obligaticai for BHCs to scqqxart their subsidiary baj.iks. 

Cum|Jexity and Intematiunal Operations. One other argu- 
ment in srupptuT of a .government resi.ilutivxri autheu'iCT fcir 
nonbiink financial iascitutions such as liHC.'.s is drat drey 
are very coinpilex and involve many difrereiu activities ear- 
ned on all over the world. When such an insritiitic-n tails, 
the m.ar.y conflicts of law's and national inteie't? make it 
difficult to unwind. That is certainly true, but the problem 
L« not solved by turning it over to a govenrment resolution 
audiority. Ilcsolving the many differences card conflicts 
araing countries widi juii.sdicti('n viver a failed fin.incial 
insdnition Is a task feu ilipuiraacy and intergovernmental 
oiganiiations such as the Intematk'nal .Vlonetap' fund 
and the Financial Stability Baard. Whetb.er the atmal 



206 


resokirion of a company i? handled by a government agency 
liice the FDR.' or ti'ii.sigh an ordinary bankrjptcy pixaceeJ- 
ing will nor iTiake rhe^e prc^blems more or less rractable. 

Conclusion 

The enactment 'of die administratkin’s pH)posal to establish 
a government res<)lution iiudioriuTbr certain large systemi' 
ceily important finn'; would be a m-ajis" fxdicy mistake. The 
administiarwn has not shown how a nonbank financial 
insciriitional could cause a systemic breakdowTi, and in the 
absence of sticli a showing, there is no reason w create a 
special rcsokiticin authority. Moreewen even it a nonbank 
ihiancial firm anild create systemic risk, tire administration 
has not made clear how officials will be able to determine 
in advance whcdicr a particulkir conirs'iiy will cau.se a 
systemic breakdown — tamer than tnctcly a tcnporaiy 
economic disruptiori — it' it taik in the alssciicc ol a stand- 
ard for inakini’ such a determination, it is likely that the 
aiirhority will be used freijuently to rescue companies that 
might only create economic disniption if they tail. This 
will be especially true with rc^sect tofinns with politically 
pov'erfiil backcR. Frequent and unnecessary resaics will 
inrrcidiice moi'ial hazaid and be costly to the taxpayers, who 
will end up paying the bills. 

Lkidcr drese circuinfitanccR, it wvxild be better ixilicy to 
use die existing bankiuptcy system frir foiling nonliank 
fiinmdal companies. Not only is there no reasein to rreciie 
nonbank financial firms ffi)m bankniptcye but ^ending 
t'hein through the bankruptcy system ak) piiwides a degree 
of certainty to creditors that would nc>t be available in a 
gC)\'eTnment run system, and the costs of a bankniptcy are 
borne by rlie failed compaiiy’s creditorsratiier chan the tax- 
payers. Most import, liidy, the bankruptcy system encour- 
ages creditors to mcaitor die ccuni'anics they lend m, 
vediic Lng moral liaiard and enhancing market discipline 
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The High Cost of Getting the Story Wrong 
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newspapers, rhe inside accounts in bestsellers, the 
speeches of" leading orficiais, and the punch lines of late- 
nipht comedians. The narrative determines our attiaides 
tctward the L-icr<aTS raid c-vonts of the crisis. It also iden- 
tifies rhe srnicturn! problems thought suitable for legisla- 
tive ao.d rcgulatcary remedy. 

Why are coirpen'Htion limiLson the administriition's 
list ch needed retornis? Why has ii bipartisan desire fesr 
new regulatoiT powers and atklitiiaial tiycn; ot supcrvlskm 
emerp'e'.l’ Whv was it easy to invert the order of debt 
repayment in rhe bani^rtirtcv ot Ohry'sler? Indeed, why 
do, as suggested in recent polls, an increasing share 
of twenty-somethings view sixualisni with interest? As 
iM' now, tire drsft ntirrauvc supi.x>rts tJ'.ose judgmicnts. 

We have tliLis far written a morality play pointing to 
ccu'poratc greed, supervis<>iy incompetence, and mis- 
placed f'aidt in markets. With the outline so distinct in 
black and wiiito, the policy impiit.atirnis arc similarly 
self-evident. 

Before government officials msh to co<.lify the current 
understanding, they should reflect up>>p. the last time we 
were in this position, Over the past year, there have 
been all manner of eompariscHis to the experience of the 
Great Depression, the pricir episoi'lc when gbbal finan- 
cial m.avkets and the economy were so stricken. There Is, 
indeed, ai\ apt parallel to the current stage of our crisis. 
The narrative first written alwut the (.Iroat LX-pressirm 
WHS wrong in many impi.->vtant respects. 

By the 1940s, the educated consensus was ihat fiscal 
stimulus was the only effective means to engineer revival 
In particular, this followed because it was believed char 
the Federal Reserve rail out of effer'tive tennis once the 
policy interest rate fell to rero. The Great Crash was 
agreed to have followed in ’■>art frean excessive ctvmped- 
tion among financial institutions. And rcstrahics on the 
Trade ol gCK'ids, services, and capital helped to anchor ai\ 
oLieiwise unstable system, 

liavirtu learned these Icssms, fiscal policymakers 
viewed tnerv'.selves a' given a mandate to smcxrth the basi- 
ness cvcle. as ens, armed in the Employment Act of 1946, 
and tlie Federal ReseT\ e was pushed to a supporting role. 
Tlv i 'ngie'v egivht, 1 md regulators promulgated 
nir 1 r 1 n rLsT it-, or the baser nature of comancrcc. 
Fmui 1 i L -it Ltu re split by function aird policed 
bx didi. lit Li nits were placed on deposit and 

lending Mtes. And tantts rested near century hifdts. 

Over the next lew decades, the U.S. economy 
expanded rapiJlv, and the gains fnrni this gnrwth w'ere 
shared reiatively ecjuitably. But this owed more to the 


rewards of winning a world war on foreign land masses. 

In fact, institutions at home W'ere caicibhng around an 
elaborate regulatory apparatus. The nation wvis poorly 
positioned for and too rigid to cope with the energy and 
environmentalism shocks of the I'bTOs. 

Meanwhile, leading academic — including Milton 
Friedman, Arma Schwactr, Ben Bernimke, andChristinH 
Romcr — pushed back against the prevailing worldview. 
As they won the field mnJ the false Ic.ssons (xf rhe (. Irctir 
Depression w’ere unlearned, deregniiation foUow'eP. 


So here wo aco, still payLiiR the cost of 
wTiting the vvrtnig narrative almost 
rhrcc'tjuattcr.s of a century ayo. 


Incvcracutal [xtllcy clu^ngc fosceved iimovation in all 
aspects of commerce. However, deregulation did not 
attack rhe fur.^lamental inffustnicture of our post- 1 9..X')s 
regulatory- framew'oik. As a result, financial institutions 
stretched into the ga[>s between regulator?’ watch, 
becoming iiKirc complicated and harder to govern. Self- 
interested h^bbying groups made sure that significant 
subsidies to housing minaincd inviolate. M<irc generally, 
the g:.3ins f'mm economic pixigirc-ss were not broadly 
shared. Tire system a.s a whole was less resilient and more 
mlnerable than it could have been, 

(5reed, no dxHibt, was .in accelerant when a spark 
struck. H<.>tt-e\’cr, the critical question is not whether 
people arc greedy. People have been, are, and alw'ays will 
be greedy. Rather, we should ask why restraints on the 
exercise of that greetl did nc»t work. 

Perhaps enlightened policymaking at the time of cri- 
sis in 2007 and 200S could ha ve com-xinsatcd for these 
uirdcrlyii^ tf^ilLrics. But we will never know. In tire 
event, the triumvirate of Kenry Paulson, Bernanke. and 
Timothy Geitimer tailed to identity- the scdvency pvoh- 
lem at the tcxit, acte-J in an inconsistent manner when 
resolving institutions that set probleiiiaric precedents, 
and generally inflamed fears. 

So here we are. still paying the cost of writing the 
wrong narrative akiK.'St -ditcc-quartcr? of -a centuty ago. 
The most imprxtant Ics.son to draw as wc write the new 
one is that many blow? brought us low. 

Under any plausible scenario, finance vnll uet more 
expepjiive. Banks will hold more capital. Gonstraints 
w'ill he placed on individual choice. How cheese changes 
are enacted through supervision and proscription wii! 
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depend on the lessons we are learning now. And we wii! 
live with the rein Ici for a long titne. 

There li an opportunity to help scxhety get the story 
straight. The Financir.; Crisis Inquiry Con'miission w-as 
established in a provisioir of recently enacted mortgage 
fraud legislation. This bipartisan b.ady is to find “the 


A Government Failure, 

By John H. Makin 

T he idea that homeownership confers spcciiJ benefits 
on AmcrifcUi society' is deeply embedded in our 
culture — ?<■> much so that our national tax p(.tiicy cemfets 
a si.xicial benefit of its own on it. Home<.)wner>hip is 
granted an advantage over all i.sther forms of ownership 
in the form of .m enormous deduction on the interest 
payments nx)St individuals incur in financing their 
homes. Nothing else in the rax ccxic comes anywhere 
near that deduction in scope or sire. We have decided, as 
a nation, that homeownership is not (tnly a gcwxl thing 
for an individual or a i'amily, hut that it is Ivneficial hv 
cite public at l.argc and the ccHintry as a whole, (.bdier- 
wise, why w'.)iild it be necessary for the gewernment to 
give it tltis kind of preferential treatment.’ Without it, 
clearly', we believe that the natiional rate »>f homcimmer' 
ship would be lowei' and ihat a lower rate of homeowner' 
ship would be deleterious tocair ctammon weal. 

After 2000, the naticsial push toward iiomecnvnership 
iittcnsified in three dimensicxns, leading to a dt>ublhig ^if 
jiousing prices in jtist five years’ time. First, the Federal 
Reserve Board’s interest-rate jxviicy dn}ve d.>wn dae cost 
iT borrowing money to unprecedented low's. Second, a 
common conviction atoc chat homeownership slicrald 
be available even to chose who, under ntewailing condi- 
tions, ouuld not afrord it- Finally, pi'ivaK agencies charged 
with dctemiining the risk and value of securities were 
excepcionaliy generciis in their as.sessm.ent of the finan- 
cial prodvicts known as “derivarives” whose cc»llatcral 
resided in the value of thousands of miTiigagcs bundled 
together. The rating agencies iindcistatcd the tasks from 
these bundled mortgages by assumir 4 ; that home prices 
were simply going ti> rise torevec 

When the housing bubble hurst in 2006, the damage 
to tile financial system pushed the global economy into 


causes, domestic anci global, of the current financial and 
economic crisis.” T'he preceslent is not encouraging. Rut 
as William of Orange admonished, “One need not hope 
to undertake, nor succeed w pcrsoveTC." 

Vincent R. Reinhart is aresident scholai ai A.EI. A. s'etsicn 
of this article appeared otr The American oi\ June 2. 2G09. 


the worst contraction since the (.h'cat LX'prcssiim. In the 
midst of the piUn and suffering that have acctinipiuaied 
financial colkpsc and ccmoiuic contraction — over 
$1.5 trillion in wealth has (x'en lost by American house- 
holds alone while, by July 1, mote than 6 million job losses 
had b-kisted the unemploymenc rate to 9.4 percent — 
much of the bUmc has been p'laccd on unregulated 
financial markets whose Lx'havior is said t(^ liave rci’cak^d 
a terrible flaw in the fixindation of capitalism itself. 

This was a mark<;t failure, wc arc told, i-md the promise 
of capitalism ha.« always been that the solf-coTrceting 
mcchai'.i.«m.s built inm die system would preclude rho pos- 
sihiliryof a systemic market failure. Rut the housing bub- 
ble burst only after government subsidies pushed house 
prices up k 5 first that marginal buyers could .no longer 
affoaJ K) chase 'prices even higlicr. A bubble created by 
ri^ed fittancial markers and a gtaveriiment-sponstared 
obsession winh homeraviiei'ship'' i.s ntut a result: of market 
failure, but tadict, a result of beJ public policy. Tiic belief 
that homeownership, iscr .sc, is .such a benefit drat no 
aiTkxint of govemtaeut supfynt could be t.-.x') great and no 
pace at which home prices ilsc could be uxs fast, is die 
r(x)t of the crisis. There wjt' nc' rn.i.rket failure. 

According to The Neu- Ikii^ave DiCtiomry c,f Ecc-nom- 
ics, an invaluable colieccion of precise sjn-.maries of xh- 
tually even/ ti^ic in the dismal science; “The best vvay 
to understand market failure is first to understand mar- 
ket success, the ability xif a coUcction ot idealised com- 
petitive markets to achieve an cc|iiilibnum allocation of 
resources which is Pareto optimal.” Allow me to trans- 
late. Pareto opcirruilip/, a term named after the Itaiiiut 
economist Vilfredo Pareto (lb48-iSU.3), is JeluieJ as 
an alkxuition of economic resinirces that produces the 
greatest good. Thus, if one changes the aikxaticn of 
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Not a Market Failure 



210 


resources away from Pareto tUftimality for the purpose of 
nuikinji someone better off, that change wl! make some- 
i.ii-'.e else wturse Ec.r''nomists have expended a great 
deal (at effart Ka dcuxinsiratc that free and competitive 
markets protiucc an outcome that is Pareto optima!. 

This is not to say tlaat there is no such thing as mat' 
ket faikue. There are many instances of market failure. 
Someone may possess inkirmatiian that others dta not, as 
in. insider trading, and thereby g-ain an iilcgitimatc leg 
lip. There may be rtx) few players in a given market, 
which allows them to manipulate, hoard, and toy with 
prices. Csipriciotis government interv’ention in cases in 
which it is ncirn.cr required nor appre^riate constitutes 
aiKDthcr condition that may create a market ihilure. 

There are also cases of' market failure in whic!i some 
pccplc get a free ride while others hear a disprcportkuuitc 
burden. Tliis is die case in naticaia! defense, cxaniplc, 
in which soldiers hear a burden noitsokhcrs do ne)t Coiv 
st'tiiiently, a g(.-»vernr.-ient subsidv for national defense is 
necessaiy f.>r the maintenance i.sf security and power, and 
the oveiwhe lining majority of citizens acknowledges it 
and docs not complain alxxit it. NatiCHial defaiso is a pub- 
lic goal, ixirhaps the (M-iginal public good. 

Owner-c'cctipied htxising is something else that has 
been deemed a public g(X)d. Herbert H(xwcr’s affirraiitutn 
of die need for encouragement of honieownctship “at all 
times” came in 19.32 at the ficTCCst stage of the Clrcac 
Depressi'.m. Others have maile pi.werhi! aigiiments that 
homeowners make better citizens iind contribute to stable 
conmuinities. Why renters do nt>i and cannot offer the 
same contribution to the public gooiJ is never specified, 
but existing homeowners, homebuilders, mfxtgage lenders, 
and mortgage servicers have all seized on the idea that 
subsidizing homccwnctship is Patttc> oi'>timal It Isn’t. 

Subsidies for homciiwnershii'' — in the f'^nn of full 
deductibility of mortgAge interest, lower n'k'w^agc bor- 
rowing rates derived tnnn government guarantees for 
mcu'tgage lenders like Fannie Mae and Freeldie Mac, and 
dediuTibilicy ik Lval real-estate t.«es — have long ben- 
efited those w !';0 i?vvn hennes at the expense of those 
who do not. The size and severity of the burst bubble 
makes a mockery of the argument th.at the dispropor- 
rionatc gains to homeowners alsi:> improved die welfare 
oi renters. By erasing, in just a few years, nearly one- 
diird of the wcaltli on the national balance sheet, the 
•.:.ollapse has i:.reatt'd a substantial losi in national welfare, 
including for renters- 

Homeownership should not be ccjmsidered a public 
gi? 0 (.'i deserving of government subsidies even without 


the bubble collapse for a simple reason: those who 
receive the subsidy get to c-apture the benefits in the 
form of home prices that are higher than they would 
otherwise be without government supiport. The subsidies 
make homeowners better o(f while (hey make renters 
worse off. They arc, therefore. iKac Pareto 'Optinw!, In 
addition, homeownership subsidies are inherently unjust. 
They favor the rciativcly well-.kt at the expense of those 
w’ho arc p;x)rcL Why’ Becaase the value of an owned 
home and the sire of the gi.v.’eriunent siibsiily both, grow 
as income increases. A tax eUxIuction ciei) to h(.'l•^.eown- 
ership for a weil-tt'-do American with a $1 million mort- 
gage and a $60,000 amuiai interest paymemt is worth 
$22,000 (assuming the American is in the .3.5 percent 
tax bracket). The higher the marginal tax rate rises, the 
more valuable dte mortgage-interest deduction is to the 
homeowner. For a family with a modest income that 
rmy pay litdc or no income tax, the mortgage -interest 
deduction is worth virtually luorhing. And yet, for rhe 
past fifteen years, even the party in the United States 
mtKC associated with preferential treatment for the pcxir 
began preaching the evangel of homeownership as a 
fixm cif class salvation. 

The heliel' chat homeownership, per se, 
is such a benefit that no amount of 
povoinmont support could be too preat 
and no pace at which home prices rise 
a)uld ho t<K) fast, is the root of the crisis. 


During Bill C2’iiiitc.n’s hest temi, government housing 
policy chai^d substajiciallv. After decades in wh ich lib- 
eral polidcians and diinkersdcvc'ced ihoniselvcs to aigu- 
ments fir exjjanding the number of public housing units, 
the -disastKius ci5nditk)n (.>f cho.'e units led the president, u. 
“new L>mcxu-dt,” to adrainutic idecTigicid shift in empha- 
sis. No longer would public lujiising be at the top of rlie 
liberal Democratic a^;enda. instewi. bc^n-owing hum', con- 
servative ideas about die inestimable beiietlt of homeown- 
etship to the stiivii^ptxx, the CJiinton adminisnation 
and members of his patty in the House and Senate 
decided to use government ix>wer to achieve that aim. 

In 1994, the Natitmal Homeownership Stiatctr,- of the 
Clinton administration advjaiced “financijtg strategies 
fueled by creativity to help homeowners whir lacked the 
cash to biiy a home or the income to make rhe do'.vn 
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payments" to buy a home nonetheless. It became U.S. 
government policy to intervene in tine marketplace by 
lowering the st,anJai\b necessiiry to qualiiy for nxirtgages 
so t!iat Americans with !ow(t incomes could participate 
in the lew'raped purchases of homes. 

The goal -af cxpan.ding homeownership led to die 
creation of new mortgage suhsidies across the board. The 
loosening ol SLanJa.l■J^ became the policy of Fannie 
hlac and brcdaie Mac, the jiseudrvprivatc gtivcmmcRt' 
sponsored enterprises that Kaighc mortgages from origi- 
nating lenviers. A particular change in the tax law' in 
1997 enc HI cr mm' households to make buying and 
imprew’ing a hcime tr.e primary vehicle by which they 
enhanced net worth. By eliminating an.y capital gains tax 
on the First $500,000 ert profits from the sale of an ow'ner- 
occupied residence once every two ytrai-s, Wasbjngton 
cncourrg^’ed enterprising Amcncitn famiUcs to pundiasc 
lionics, fix them tip, resell them, arid tlrcn rcixrat the 
prsKess. Flipping became a financial pastime ft>r millions 
because this special advantage created a new' incentive — 
'vhich did not exactly fit the model of encoun^jing 
people to remai/i in a stable hcunc: for maiiy years and 
thereby help to stabilize the neighlwluxxi around them. 

There was, however, a rival to liomcowneiship as a 
way of building wcaldi in the late 1990s — the run-up in 
die stock market, which was caused by anodier bubble, 
diis one iii the tcchnok^y sector, (.liven the she of die 
gains in the stCKk market, which w'ere running 20 per- 
cent or more per yeiir, the relative desirability tjf homc- 
vra’nership erexied. But when, in 2000, the tech bubble 
burst, households were left in search erf" an airemative w-ny 
to store and enhance wealth. Homeownership emerged as 
the most promising altemative. After 2000. and espe- 
cially after 2002, U.S. real house prices began to surge. 

Everything 1. have descrilvd thus far constituted a nec- 
essary but not suff icient prcci'niditim for a fiill-ftc<^cd 
housing bubble. It took the addition of a new market in 
derivatives to drive biuikers, lender-:, and credit agencies 
to create the conditions for an implosii'n bvexpandiru; 
mi:;rtgape financm.!;; to IxiTcnvers who could not piassibly 
afford d'.i? bio'nes r!iey were purchasing. 

In February 2003, Angelo Miaiilio, then bead of the 
major mortgage supplier called (Ooinitxywidc, declared 
that the need to provide a down payment should no 
longer be an impediment to hcnncowiicrship for any 
Ainericicn. Was it ;iny wonder that a home-buying frenzy 
occurred w'hen (lomitr/wide’s chieftain w'ss suijsesting 
that there wa> no need feu' a purchaser to supply even a 
mirumai equity stake in his purchase; During 2004 and 


200.5, the rise in home prices accelerated. That, in turn, 
causeti Americans to refinance tbeiiTi me to le i if 
their equip.' — their accumulated weal ’ ii rae \ i b — 
and convert it into disposable income f i.\ I Iv i\^i v 
tlicy were confident the equity woijld m ii b !\ r tti. it 1 
by continual growth in the value cf their nomes. 


Homeownership should neither be pcnali.red 
nor favoroJ under government policy. 


The hunger for more mortgages that could servo as 
backing for m<xc new securities led to tiie acceleratioii laf 
undocumented, no-tlown-paymcnt. negativo-amoTtiiatioii 
mortgage loan.-- ui individuals with virtually no prospect 
of scr\’icir 4 £ them. ' fhe designers of derivative securities 
effectively ccdlab-otatcd with the rating agencies, such as 
Standard Si Poor’s and Mcxxly’s, that were relied upon 
('often thnxigh gewernment mamiate) by pension funds 
and other gifiaiitic rep(^LtorLes of wealth witli identifying 
the securities safe eiiixigh to invest in. 

A situaiiian in which creators of derivatives pn^vidc 
the monetary compensation for the very agencies that are 
tMsked with dctertniniiig the tfrkiiiess of their securities 
hardly ainscimccs a conqicticivc market. Indeed, it consti- 
tutes dangeivias collusive Ixrhavior. But that collusion, 
again, was made possible by the distorting actions of gov- 
eniinent iigencies, w'liich effectively provided a subsidy for 
risk- takin g chut w'iis, by Jefmicioni unsustainable. 

It is fair txi ask, in the light of past bubbles that have 
burst — like the entire ec:onomy of japan in the 1 990s 
and the recb-stcvk tragiciametly — w-hy investors were 
prepared to cake on die substantial risks tied to unfomil- 
iar derivative securities wh<\se value was tied to th.; con- 
tinued rise in house prices. A substantial part of the 
answ'er lies with the Federal Re>en’e Board. It deliber- 
ately adopted a policy that it vvciuld not seek to identify 
bubbles and then to act in way> diat wadd let the air 
out slowly. Instead, Fed cb.ainnan Alan Greenspan 
allowed bubbles to inflate and then stepped in to repair 
any damage afterward. This constituted a substantial 
subsidy to excessive risk-taking. 

The policy became clear in l‘99b, tiic year in 'which 
the unwinding of the A.si3tt cuncncy crisis, togedicr 
with Rnssia’s defaulting on its debt, .treateil huge volatil- 
ity in the credit maikets. .At the time, Long Term Uapi- 
tai Man^ement, a hetkie fund, was on the verge of 
collapse, and an aggressive intervention v\^as staged to 
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50ve it. The New York Fed provided its offices and 
encouragement to bring fioanciai firms tc^ether to cor.- 

Fhc saKarioi'i of Lorig Tcn'si Capital Management sug- 
gC5t(:d a new reality fee tlic rnarketplacc: asgressive risk- 
taking in pursuit of huge 'profits was manageable even if 
bubbles were created, just so long as the Fed wav around 
to raise the “s^^temu: risk flag” in the event of scrkias 
ttonblc. Tlacrc 'woulo. always he a rescue; the trick was to 
get out betare evervtning began to collapse. It was this 
fact that led (. narles Prince, then-head of Citicorp, to 
give the game away in luly 2007 abotn the reckless and 
imprudent n.ature cif bu? nank’s conduct- “When the miisic 
is playing,” Prince said, “yai’vc got to get up and dance.” 

The housing bubble was thus a fully rational response 
to a set of distortions in die hoc market — Jistonions cre- 
ated primarily by die public sector. The heads of la^c 
financial institutions, as Prince’s rcniark suggested, rccog- 
ni:ed the risk-taking subsidy inherent in public policyy but 
felt cliey funl ni.i choice but to play along or tiiil behind 
the cither institutions that were akr responding rationally 
to the incimtives created by govcrninent intervention. 

The housing collapse and its painful aftermath, 
including that $15 nilliori wealth loss for U.S. hotise- 
holds (s(5 firr), do not, thereftwe, represent a market fail- 
Lire. Radicr, they represent the dangetous coiifluence of 
direc [xilicy cn'ors: gavernnient ixilicy aimed atpmvid- 
ing access to hoineownei'ship for American households 
irrespective of dieir ability to afford it; the Fed’s claim 
that it could not identify bubbles as they were inflating 
but could fix the problem afterward; and a policy of 
granting monopoly power to rating agencies like Stand- 
ard St Poor’s, Mixidy’s, and Fitch’s to detennine the eli- 
gibility of derivative securities lor what arc supposed m 
be low -risk portfolios, such as pensicai funds. 

The Fed’s bubble jxdicy has evolved in a constructive 
direction since the bursting of the U.S. hou.sing bubble. 
The trauma vif dealing with the aftermath, including the 
tire sale of the investment bank IVar SteuriLs and the 
outright failure of Lehman brothers, has convinced the 


Fed that more effiirt should be directed toward identify- 
ing bubbles before they grow- cck) lanre. 

Now the collusive relationdiip ^en ‘v 1 1 itin i^riu le 
and crcacors ofdcriv'ativc socur tus ’Uvd' u K oJvdl' 
bringingmorc market discipiliiii to "bi piXkii F t, ,ntu 
intD the rating business .shixild be pcnnitted. Tlie niLinopoly 
of a small number i»f rating i^encLes to determine the eli- 
gibility of new securities ior investment by m>issi\'c pen- 
sion funds is unjastifiablc. The practice whereby the 
creators of such derivative securities compensate the lut- 
ing agencies for the ratings uito neeib tv' be en,)ed. 

Alas, the federal government’s response to the col- 
lapse of the housing bubble has been deeply problematic, 
It has chosen to provide additional subsidies to home- 
owners while natkinaiiiiug die govcnmicnt-sponsored 
enterprises, Fannii; .Mae iind Freddie Mac, that helped 
to s'ubskiUc kwer rriortgagc-intcrc-st rates. While the 
extreme distivss visited on American housclicilds by die 
collapse of the housing bubble certainly needs some 
alleviation, over the kmger run we must have a serious 
r.atii>niii debate (>n die question of the degree to which 
wc still want to consider homcownership a public gold. 

The long-tcnn sokition is for govcmmeiit to st(?p 
playing favorites, as it has for decades with housing. 
Homcownership should neither be penaldcd nor favored 
under government [vilicy. We have seen how that distor- 
tion led inexorably to a degree of wealdi destruction wc 
have not seen in cxir lifetimes. The liistortion of the 
market incixhJuced by government intervention can and 
miLst be brought to art end. The market diat would take 
its place after this dramatic and admittedly difficult 
change would allow .Americans to alkx'ate tlieir resciurces 
more effectively. It would no linger create an unjust 
advanc^c for the wealthy hc‘niebuyct. And it woLikl, 
finally, make it pos.<ihlc for Americans to see their homes 
as they should be seen — nc‘t as investment vehicles, but 
rather, a.s die places they five in, the heartlistonc' of 
their families. 

John II. Makin b a vLtiting ^thoLu' at .AF.I. .A verbioii of this 
article appeared in (lommerurtr^ iiiiig.isine on Jniy 1 , 2009. 
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The True Origins of the Financial Crisis 

By Peter J. WalUson 


T wo nan-arivcs seciT: to be forming to describe the 
jiiderlying caiises of the financial crisis. One. as 
outlined in a i\eu' York Times tKjnt-page story on 
].''cccmbci' 21, 200^, is that President Bush excessively 
nremroted giv'wdi in homeownership without siifiicienLly 
regiilaring the banks and other mortgage lenders that 
made the bad loans. The result was a banking system snif- 
fused with junk mortgages, the continuing losses or. 
which arc dragging down the banks and the a:oiiomy. 
The other naiTative i? that government policy over 
many years — particularly the use of the Community 
Reinvestment Act (CR(\) and Fannie .'vlac and Freddie 
Mac. to distort tlie hcrusing credit sTsicin — underlies the 
current crisis. The stakes in the comi>cting narratives arc 
high, The diagnosis determines the presv^ripiion. If the 
Time.s diagnosis prevails, the presf-tription is more regula- 
tion tlie finitneial system; if government policy is to 
blame instead, the presv'.ription is to terminate those 
government policies that distwr mortgage lending. 

There really is not any question of which approach is 
factually correct; right <m the fitmt page of the Timji.s 
edition of December 21 is a chart that shows the growiii 
of homeownership in the United States since 1990. in 
199.3, it was 63 percent; by the end of the Clinton 
administration, it w'as 68 percent. The growth in the 
Bush administration was aKxit 1 percent. The Ttmes 
itself reixfftod in 1999 that Fannie Mac and Freddie Mac 
were under pressure frenn the Clinton administration to 
increase leiiding to minc)rities and bw-inconie bonie 
buyers — a policy tliat necessarily entailed higher risks. 
Can there really be a question'., otlier than in the fevered 
imagination of die 'nmc.s, of where the pash m reduce 
lending standards ;md htxist homcowneKhip came from? 

The fact is chat neither political parry, and no admin- 
istration, IS blameless; tire honest iuisw^er, a.s outlined 
below, 15 that government policy over many years caused 
dns problem. The rePulatCTS, in Ixath the Clinton and 
Bush adininistrations. were the entorcers of the reduced 
lending stancards that were essential to the growth hi 
homeownership .md the housing bubble. 

T'u’e ure kv-t examples of this misguided govern- 
ment pvihcw y.'^ne is tne CRA. The other is the afford- 
able housing 'missmn tnat the government-sp(?nsored 
enteinrises i(..ihE>) beiinie Mae and Freddie Mac were 
charged with tulnding. .As originally enacted in 1977, 


the CRA vaguely mandated reguiati^rs to ecaisKier 
whethcT an insured bank was serving the needs o* the 
“v-’hoie” cemmuniry. For sixteen years, the act was 
invoked rather infrequently, but LW.i marked a decisive 
rum in its enforcement. What changed? Suhstimtial 
media and politicuil attention were showered upon a 
1992 Boswn Federal Reserve Bank study of discrimina- 
tion in home mortgage lending. Thi> scudy concludeil 
that, while there was no overt dis».-Tiininaricn in banks' 
allixation of mortgage funds. Ician. officers gave whitc;s 
preferential treatment. The mctlxrdoie^V of the study 
has since been quirstioncd, but, at the time, it was highly 
influential with rcgu'tators tmd m<;mbers of the incoming 
Cihiton admb.'iLsttatlon; in 1993, bank regulators initi- 
ated a major effort to reform the CRA retaliations. 

Tlie face Ls tliat neither pnliti.ca!. parry, and 
no administration, is blameless: the honest 
answer is that government policy over 
many years caused this problem. 


In 1995, the reguLitors created new mles that souj.ht 
to establish objective criteria for determining whedier a 
bank was meeting (.?RA standards. Exaniinc^rs longc;r 
had the discretion they oiu'.e had. Fix banks, simply 
proving that they vvere kw^king for qualified buyers was 
not enough. Banks nc*w had to show that they had 
actually made a requisite number ol' loans to low- and 
modcratc-hicoinc (L.MI) Kitir.vvci-s. The trew icgulations 
also required the use of “iiuiovadve or flexible” leading 
practices u) address credit need'; id LN'll bonowets suid 
neighbutrhcxxLs. 'Thus, a bw that was originally intended 
to encourage banks to u.se safe an.d scmiul practices in 
lending now required them to be “mnovari\'e” and “flex- 
ible.” In other w'ords. it called for the relaxation of lend- 
ing standanis, and it was the bank regulators who 'Acre 
expected to cntOTCc thc.se relaxed standards. 

The effort to reduce uKsti^agc lending standards was 
led by the Department of Hi.msing and Urban Dtevek'p- 
ment throui^ the 1994 Nationa.1 Homeownership 
Strategy, riublLshcd at the request cT President Clinton. 
An'iong other things, it called for “financing snategies, 
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fueled by the ci'earivit>' and resources of the private and 
public sectors, to help homeowners who lacked the cash 
rt.> h'jy a home tar to make the payments.” Once the 
standards were relaxed for icw-iricomc borrowers, it 
would seem impossible to deny these benefits to the 
prime market. Indeed, hank regulators, who were in 
(.‘hajge of enforcing C.KA standards, could hardly dLsap- 
prove of similar loans ritade to bcitcr'qui'Jified hfrircrwcrs. 

Sure enough, acci'vding to data published by the joint 
Center for Housir.g Studies of Hamird University^ the 
share of all mortgage originations that were made up of 
conventional mortgages (that is, the thirty-year fixed- 
rate mortgage that had always been the mainstay of the 
U-S. mortgage market) fell from 57.1 percent in 2001 to 
3.3. 1 percent in the fourth quarter of 2006. Correspond- 
ingly. stihpriLTK.' lorms (thuM.' made toKnrrowcrs with 
blcmislaed credit) nwe front 7.2 percent to 18.8 percent, 
and Alt-A loi-ms (drosc made to sisecirlativc buyers lar 
without the usual undenvriting standards) re>se fre^m 2.5 
percent to 13. S) percent. Altht.)ugh it is difficult to prove 
cause and effect, it is highly likely that the lower lendii^j 
standards required by the CKA influenced what banks 
and other lenders were willing to offer to bonx-nvers in 
prime markets. Needless to say, nx)St Ixffrow'ers would 
prefer a mortgage wi tli a low down payment require- 
ment, allowing diem to buy a larger homo fw the same 
initial investment. 

The problem is summed up succinctly by Stan 
Liebowitz of the University ofTexas at Dallas; 

From the euiTeivt handwringing. you'd think that the 
banks came up with the idea i:?f iex;>sei- underwriting 
standards on their ciwm, w'ith regulators just asleep on 
die job. In fact, it was die regulat<xs who relaxed 
daesc stiondards — at rh.e behest i>f community groups 
and “progressive" peditiiialhxccs. . . . Rx ycaiT;, rLsing 
house prices hid die defijult problems since quick 
refinances were pos.'-ible. but now that hou.se prices 
hitve stopped rising, we can clearly see the dami^'e 
done by relaxed loan standards. 

The point here is not that kow-income borrowers received 
moitgagc loans diat they could inx aifead. Tlmt Ls probably 
Kuo tci semio extent liut cannot account for dac large iiuin- 
ber elf subprime and Alt-A levins that currently pollute die 
banking system, it wa.'. the spreadirg' of diese Icxiser stand- 
ards to the prime u'an market that vastly increased the 
avaikihiiity < )f credit for mortgages, the speculation in baxis- 
ing, and ultimately the bubble in housing prices. 


In 1992, an affordable housing mission w'as added to 
the charters ofFannie and Freddie, which — like the 
CRA — permitted Congress to .mbsidi'e LMI housing 
without appropriating any funds. A 1997 Urban institute 
rcp>ort found that local and regional lenders seemed nx>re 
willing than the GSEs to serve credirwortb,-, LM! and 
minority applictinis. After this, Fannie tind Freddie 
modified their automated underwriting sy>CciTLs to 
accept Loans with chaiactcrLstics diat they had previ- 
ously rejected. This opened the way for large numbers of 
Rontraditional and siibprime mortgages. These did not 
necessarily come frijr.i traditional banks, iendini: under 
the CRA, but from lenders like Countrywide Financial, 
the nation's largest subprinie and nemrmdiricmal mort- 
gage lender and a firm that wcmld beeeimc infamous for 
coasLstendy pa'-hir^ the cnveU^pc on acceptable under- 
waiting standardic 

Tfie gridual decliite it\ letidifig statidards 
came to domiaatc mortgage lending 
in the United States. 


Fannie and Freddie used their .iffbrdablc housing niis- 
suxi to avoid additional rcguLition by Gongross, espe- 
cially restrictions on die accumulation of mortgage 
p»infoli(» (ciKlay totaling ai'proxiniatelv $1.6 trillion) 
that accounted fiir most i>f their profits. The f iSEs 
argued that if G<ing.'es.s constrained the size of their 
mortgage portfolios, they could not afford to adequately 
subsidize affenxlable housing. By 1997, Fannie w'as offer- 
inga 9? pciceiit loan-to-vabe mortgrige. By 2001. it was 
ofifering mor^ages with no down payment at all. By 
2007, Fannie and Fccddic wctc required to show that 
55 percent of their mortgage purchases were LMI loans, 
and, W'ithin that goal, 38 s>ereeiic of all pureliases were to 
come horn underseived areas ('asually inner cheies) and 
25 percent were to be loans to iow-ir.come and very- 
iow-inconie borrowers. Meeting these goals alme-st cer- 
tainly required Fannie and Freddie topuic.hase loans 
with low down payment'; .and other deficiencies diat 
would mairk dicm as subprime or Alt-A. 

The decline in uiidcrwricing standards is clear in the 
financial dtscloKures ofFannie and .Freddie. From 2005 
to 2007, Fannie and Freddie bought approximately 
$1 trillion in subprime and Alt-A loans. This amounted 
to about 40 percent of their mcru;!age pun: liases during 
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that period. Moreover. Freddie purchased an ever- 
in'Crea^in^: perc entage of A!t-A and siibprime loans for 
each year between 1’004 and 200?. It is impossible to 
forecast the rotai losses the GSEs will realize fTont a 
.$1.6 trillion ixrt'ffblioof iunk loans, but if default rates 
on these loans continue at the unprecedented levels they 
are shenvinv today, the number will be staggsrir^j. The 
losses could make me $150 billion sjiving's and IcKin 
bailout in die bite 19.S0s iir.cl early 1990 k kxrk small 
by compai'istan. 

The (.iSEs’ puir bases of siibprime and Aic-A loans 
affec'tec.l the rest sst rh.e market feir these mortgages in tw'o 
ways. First, ;t incri;:ased the ccin'sj.'Htition for these loans 
with private hlclivKr Befe>re 2004, private-label 
issuers — generally investmenv and exunnierciai banks — 
sp(.'ci.i.ili:cel in subfirimc i-ir.d Ak-A bccaasc GSEs’ 
financial culviintrigcs, especially their access to cheaper 
fb.anc.ing, enabled them to [v.oc privacc-Libcl cniipctition 
out of the conventional marker. When the GSEs decided 
CO ramp tip tlieir purchasi’s of siibprime anti Alt-A loans to 
fulfill their affcu'Jahle liousing niissitm, tliey began tc' cake 
market share from the private-lalx:! issuers while sirmilra- 
neously cremating greater danand for siibprime and Alt-A 
loans among members of the originator community. 

Second, rhe increaxed dcniMnd hom the GSEs and 
die competition widi private-label issuers drove up the 
value of sulprirae and Alt-A mortgages, reducing the 
risk premium that had previously suppressed origina- 
tionx, As a result, tniiny more marginally tjualified (x 
uneiuaiified applicants for mortgages were accepted. 

From 200.^ to late 2006, conventional loans (including 
jumbo loans) declined from 78.8 percent to .50. 1 percent 
of all mortgages, while sulprinieand .Alt-A loans 
increased from .10.1 percent to 32.7 percent BccaiLSC 
GSE purchases arc not included in tl'.csc numbers, in the 
years just before the collaj^se ot home i>rices began, 
about hah of all home lojins being made in the United 
Sratex were nonprune ic'tmx. -Smcc these mortgages 
aggreg.ue more than -$2 tnllicrn. this accounts for the 
weakness in bank assets that is the ptincipal underlying 
cause of the current tinaneial crisis. 

In a very real sense, the corripetition from Fannie and 
Freddie that began in late 2004 caused both die GSEs 
and the private-label issuers to sciajic die bottom of the 
mortgage barrcL Fannie and Freddie did so in order to 
dsLiKuixtrate to Gonurexs their ability to increase support 
for afloaiahle housing. The privace-laliel L'csuers did so to 
mabxtam their muket share i^amst the GSEs’ increased 
demand for stibprime and Alt-A products. Thus, the 


gradual decline in lending star.dards — beginning with 
the revised CRA regulations in 1993 anci c ontinuing 
w'ith the GSEs’ attempts to snow C.ongress that they 
were meeting their affordable bousing niissicni — ctanie to 
dominate mortgage lending in riic United Stares. 


U.S. hoiLsiiig policu'.s arc the Rxit cause 
of the current financial crisis- 


Federal housing initiatives ate not the only culprits 
in the cuTtent mortgage mess — sca&r-based residential 
finance laws give homeowners two free ot^tions that con- 
tributed substantially to the financial crisis. First, home- 
owners may, without penalty, refinance a mortgage 
w’hcncvcr mtere.^t rates fall c-t home prieex rise to a point 
at whidi diac Is signifuiant equity in die home, cnabli.ng 
them to extract any equity that had accumulated 
between the (Original financing transaction and any sub- 
sequent refinancing. Tlie result is .so-called cash-out refi- 
nancing. in which homeowners treat their homes like 
savings accounts, drawing out funds to buy cars, boats, or 
second liomes. By the end of 2006. 86 per(,‘.ent of all 
home mortgage refiniuicings were ensh-outx, amounting 
til $.327 billion that year. Linfortuiiatcly, diis meant that 
when home prices fell, dictc was li.ttlc equity in the 
home behind the mortgage and ffe<iuencly little reason 
to ctintiiiuc m.ikiiig payments on die mortgage, 

The willingness of hi'tnoowners to walk away from 
their “undcru'ater" nxirtgages was increased by thci desig- 
nanon of mortgages as “without rec.c<irse” in mtist states. 
In essence, nonrecoiune nvirtgages mean that detanking 
homckiwncis arc not penmnally responsible for paying any 
diffciciicc between die value of die htimc and die princi- 
pal amount of the mot^.ge obligation or that die process 
for enkircir^ this obligation is so burJensc'me and tinie- 
ctKisuming that lendei-s simply dvi nvU Kidier. The .home- 
ow'ncr’s oppomniity to walk away from a home that is no 
longer more valuable than die mortgage itcarries exacer- 
bates the effector the cash-Uit refinancing. 

Tax laiw frirther amplified the problem? of rhe housing 
bubble and dimiiiLslicd Ic vcLs of home equity, cspcciallv 
the deductibility '.if interest on hctme ecuity loans. Inter- 
est on consumer Loans of alt ki fr — f i r credit cards, 
or other purpiKes — Ls not Jedu t r .al t;tx pur- 
pxKies, but interest on home e j t\l ui i urductiMeno 
matter how' the funds are usea. xAs a result, homeowners 
ate encouiaged to take out home eqeii y tuaiis ro pay off 
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their credit card or auto !*oansor co make the purchases 
that would ordinarily l?e made with other forms of debt. 
(.'i.>nset(iientiy, h^'mei.nviiere are encouraged not only to 
borrow against their home?' ocjiiity in preference to other 
fbiTiis c)f borrowing, bet also to extract equity from their 
hcimes for persona! arid oven business purposes. Again, 
tire reduction in home equity hav enhanced the likeli- 
hex'd tl'.at defaults and ioreci.wiircs will rise prccipitc)u.sly 
as the economy continues to contract 

Rank regiilatoiy psdicies should also shoulder some of 
the blame for the financial crisis. Basel 1, a 1988 interna- 
tional pn,ucK'.cil develeped by bank regulators in most of 
the world’s developed countries, devised a system for 
ensuring that banks are adequately capitalized. Rank 
assets are assigned to different risk categories, and the 
amount of capital that a brjik holds lor eacli ascset is 
pegged to die asset’s perceived riskines.s. Under Basel I’s 
tiered risk-weighting system, AAA assct-backcd securities 
are less than half as risky as residential mtirtgages, w'hich 
are themselves half as risky as commercial lt>ans. These 
rules pmvided <ut. incentive tor bitnks to hold mortp^es 
in preference to eommoTe ial loan? or to convert their 
p(Mtfoli(;)8 of whole nxvrtgagcs irito a mortgage-backai 
securities (Mf^8) portfolio rated AAA because doing so 
would substantially reduce their capiral rccjuircmcnt.'.. 

Tht'ugh the banks may have been adec|uatcly cs^ital- 
ized if the mortg^^es were I'd' high quality or if the A\A 
rating correctly predicted the risk erf default, the gradual 
decline in underwriting smndards meiint that the 


mortgages in any pool of prime mortgages often had high 
ioan-co-value ratios, lowFKdO scores, oi i.ither indicators 
of low quality. In other words, the Base! bank capital 
standards, applicable throughoui rite world's developed 
economies, encouraged commercial banks to hold only a 
small anxmnt of capital against the risks associated with 
residential mortgi^es. As these risks increased because o: 
the decline in Icndir^t standard.'' and die ballooning <'f 
home prices, the Bitscl capital require nti. 't- Vll im^. 
increasingly ina<ie([uate for the risks eank' t .w'-iim- 
ingin holding both morq;aues and MBp porpobos. 

Preventing a recurrence of die financial crisis we tace 
today docs not require new rt'guiation ot the financial 
sy'stem. 'Whzt is required instead is an anareciation of the 
fact — ^asmuch as lawmakers wctuld like to a\'Oid it — that 
U.S. hiiiising policks- are the Kxit cause of die current 
fmanciiii crisis. (..Ichcr players — greedy investment bi-inkers; 
inavrapctait rating agencies; irresponsible housing 
speculators; she)rt)sighte..l ht.imeownens; and predatoiy 
mortgage brokers, lenders, and bonvwers — all played a 
parr, bix diey were only fidlowing the economic incentives 
rh3Cgov’cmmont[:M:>licy laid out for them. If we arc really 
sciiOLis ahiut preventing a rexuiTcnce erf this crisis, rath<‘r 
than increasing the [xawer of the gioveniment over the 
economy, out first order of business sliould be to correct 
the dcstixictivc housing ivilicics of the U.S. govcmnicnt. 

Peter J. WallLson is rhe Arthur F. Bums Fellow in Financial 
Policy Studies at AEI. A vci-sion of this anic.lc apfsiiiTcd in 
the Januiiry/Fcbruaiy 2009 issue <'f 7'iu; Anterican .Speicrator, 
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Mahoney testimony 


July 21. 2009 


Chairman Frank, Ranking Member Bachus, and members of the committee, my name is 
Paul Mahoney. I am the dean of the University of Virginia Law School, where my teaching and 
research interests include contracts, securities regulation, derivatives regulation, and law and 
development. 

I appreciate the opportunity to present my views, simply as an observer of the financial 
services industry and not on behalf of any industry or organization. I will discuss those portions 
of the Obama Administration’s financial regulatory reform proposals that deal with the largest 
financial institutions — so-called “Tier I Financial Holding Companies”, The Treasury 
Department’ s white paper Fincmcial Regulatory Reform: A New Foimdatiori defines a Tier 1 
FHC as “any financial firm whose combination of size, leverage, and interconnectedness could 
pose a threat to financial stability .” That definition makes clear that the proposal accepts the 
view that these large and interconnected institutions are “too big to fail” because of their 
systemic importance. 

The white paper proposes creation of a special resolution regime outside the nonnal 
bankruptcy process for financial holding companies that would be triggered when, in the 
Treasury’s view, the “stability of the financial system is at risk.” It appears that this standard 
would typically be met in the case of the failure of a Tier 1 FHC in light of the definition of that 
term. When Treasury triggers the special resolution regime, it will have the authority to lend the 
institution money, purchase its assets, guarantee its liabilities, or provide equity capital. I think it 
is fair to use the term “bailouf’ to describe that combination of powers and I use it as such. 

Federal regulators have not paid sufficient attention to sources of systemic risk, or risks 
that affect the entire financial sector rather than a single finn. The creation of a council tasked 
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with identifying and warning functional regulators about sources of systemic risk is a good idea. 
Taking a close look at the process for resolving insolvent financial holding companies in order to 
prevent uncertainty and delay is also a good idea. Nevertheless, the identification of particular 
firms as too big to fail and, therefore, the beneficiaries of an implicit government guarantee, is a 
bad idea. 1 also believe oversight and enforcement powers should remain with the functional 
regulators and the systemic risk council should serve in an advisory role. 

Since the beginning of the current financial downturn, the federal government has 
provided cash infusions, guarantees, and subsidies potentially amounting to trillions of dollars to 
prevent the collapse of large financial institutions. Given the cost of these bailouts and the 
potential they create for future moral hazard, Congress is rightly determined to minimize the 
likelihood of their repetition in the future. 

There are two general schools of thought on how best to avoid future bailouts. The first 
holds that it was an error to help creditors of the failed institutions avoid losses that they would 
have realized in a nonnal bankruptcy proceeding and that the focus of policy going forward 
should be to make it clear that the mistake will not be repeated. While the government cannot 
easily commit never to do something in the future. Congress could limit the Treasury’s and 
Federal Reserve’s authority to commit funds to distressed financial holding companies 
institutions outside the ordinary bankruptcy or resolution process. 

The alternative is to concede that the government will not refuse to bail out large and 
systemically important financial institutions. Under this approach. Congress should focus on 
limiting the risks that these institutions may take in order to minimize the likelihood that they 
will become financially distressed. If these efforts fail and a systemically important institution 



220 


Mahoney testimony July 21, 2009 

becomes financially distressed, a bailout will follow as a matter of course. The administration’s 
financial reform blueprint takes this approach. 

I believe the first approach will produce a healthier financial services industry that will 
make fewer claims on taxpayer dollars. It is based on a sounder premise — that the best way to 
reduce moral hazard is to ensure that economic agents bear the costs of their own mistakes. The 
administration’s plan is premised on the view that regulatory oversight will compensate for 
misaligned incentives. 

The central argument for trying to avoid bailouts through regulatory oversight rather than 
insisting that financial institutions bear the cost of their mistakes is that some financial 
institutions are “too big to fail.” Putting such institutions through bankruptcy or a similar 
resolution process, and thereby requiring their creditors and counterparties to recognize losses or 
sell collateral, could spread contagion, meaning that other banks or financial institutions may 
also fail as a consequence. Widespread bank failures, in turn, may reduce the availability of 
credit to the real economy, causing or exacerbating a recession. 

These arguments are plausible but it is not clear that the magnitude of the problem is 
sufficient to justify the scale of government intervention that we have seen in the past year. It is 
important to note that the loss of bank capital in the recent crisis was not just the result of a 
temporary liquidity problem — it was the consequence of sharp declines in real estate and other 
asset values. A bailout can redistribute those losses to taxpayers, but it cannot avoid them. The 
TARP fund was conceived initially as a system for purchasing illiquid bank assets and then 
selling them back once the perceived liquidity crisis was past. Once it became clear that the 
problem was solvency, not liquidity, the program was changed and the funds used to recapitalize 


financial institutions. 
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The banltmptcy process is an alternative means of recapitalizing an insolvent institution. 
Bankruptcy does not imply or require that the firm’s assets, employees, and know-how 
disappear. Instead, it rearranges the external claims on the firm’s assets and cash flows. The 
holders of the firm’s equity may be wiped out entirely, while unsecured creditors may have to 
substitute part or all of their debt claims for equity claims, thereby re-establishing a sound capital 
structure. If the insolvent financial institution still has the skill and experience to facilitate credit 
formation, it will continue to do so under new ownership, management, and financial structure. 
Of course, the bankruptcy process is subject to inefficiencies and delays and these should be 
addressed when possible. But they do not require an alternative regime of bailouts, 

A bailout regime creates substantial moral hazard problems that impose costs on the 
banking sector continuously, not just during crises.' Because creditors of too big to fail financial 
institutions anticipate that they will be able to shift some or all of their losses to taxpayers, they 
do not charge enough for the capital they provide. The financial institution, in turn, does not pay 
a sufficient price for taking risk. The result is a dangerous feedback loop: large banks have 
access to cheap capital, which causes them to grow even larger and more systemically important 
while taking excessive risks, all of which increase the probability of a crisis. Thus a bailout 
regime leads to more frequent crises even as it attempts to insulate creditors from them. 

The Administration believes that its proposal will alleviate moral hazard and decrease the 
concentration of risk in “too big to fail” institutions. The idea is that so-called “Tier 1” financial 
holding companies will be subject to more stringent capital rules that will simultaneously reduce 
the amount of risk they can take and create a disincentive to become a Tier I FHC in the first 
place. 

’ Tills point is made in detiiil in Gai>’ H, Stem & Ron J. Feldman., Too Big to Fail: The Hazards of Bank Bailouts 
(Washington. DC. Brookings Institution 2004). 
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I believe that these disincentives are insufficient and implementation of the plan would 
increase, not decrease, the concentration of risk. Once a firm has been designated a Tier 1 FHC, 
other financial institutions will view it as having an implicit government guarantee, as they did 
Fannie Mae and Freddie Mac. The theory behind the Administration’s proposal is that this 
advantage will be offset by stricter capital requirements and other regulatory costs that will, on 
balance, make the cost of capital higher, not lower, for Tier 1 FHCs. 

Such a system would put greater demands on the Federal Reserve than any regulator 
could reasonably meet. Having an implicit government guarantee. Tier I FHCs will be 
extremely attractive counterparties because risk transferred to a Tier 1 FFIC will be in effect 
transferred to the federal government. Tier 1 FHCs will have a valuable asset (the implicit 
guarantee) that they can sell in quantifies limited only by the Fed’s oversight They will have 
powerful incentives to find mechanisms — new financial products and creative off-balance-sheet 
devices — to evade any limits on the risks they can purchase from the remainder of the financial 
sector. And banks that are not Tier 1 FHCs will have similarly strong incentives to grow to the 
point that they become Tier 1 FHCs in order to guarantee access to bailout money. The fastest 
way to grow larger, of course, is to take bigger risks. Any institution that can keep its gains 
while transferring catastrophic losses to the government will find a way to engage in excessive 
risk-taking and expansion, and the financial system as a whole will suffer more frequent 
financial crises 

This analysis is not meant to suggest that the current bankruptcy process cannot be 
improved or that it should work exactly the same for financial holding companies as it does for 
industrial corporations. Substantively, however, the resolution of financial holding companies 
should follow the same fundamental principle that creditors take losses in order of their 
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contractual priorities. The Lehman Brothers bankruptcy proceeding will undoubtedly provide 
lessons for resolving financial institutions more efficiently in the future. But a credible threat 
that failure will lead to a resolution proceeding in which the marginal loss will fall on creditors, 
not taxpayers, will do a better job of disciplining risk-taking than the combination of oversight 
and an implicit government guarantee. 
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Chaiman Frank, Ranking Member Bachus, and C'ommittee Members: 

Let me begin by expressing my tlianks for the opportunity to present my views on the 
matter before this committee. 

The question T will address in my testimony is whether Congress should adopt Title 
Xll of the proposed Resolution Anthority for Large, Interconnected Financial Companies Act 
of 2009. This Act would grant the Federal Deposit Insurance Coiporation (FDIC) powers 
for resolving insolvent non-bank financial institutions similar to those the FDIC currently 
possesses for resolving banks. My answer to the question is an emphatic and unequivocal 
“No.” r,et me explain. 

The fundamental problem that resolution systems attempt to address is that when a 
fmanoial or oUier institution fails, the value of the claims on that institution’s assets exceed 
the value of the assets thcmsclvos. Thus, someone must decide who gets what, and it is 
impossible by virtue of the assumption that wc are dealing with a failed institution - to 
make everyone whole. The size of the pie owned by the failing in.stitution ha,s shrank, so 
those who were expecting a slice of that pie face, collectively, the necessity of going 
somewhat or substantially hungry. The resolution authority decides who gets moderately 
well-fed and who staivcs, but the unchangeable reality is that someone goes wanting. 

It is in society’s broad interests to have clear, simple, and enforceable procedures for 
resolving failed institutions, principally to Insure that investors are willing to commit their 
lunds in the first place. If the rules about resolution were arbitrary or ever-changing, 
investors would be loath to invest, and economic investment, productivity, and growth would 
be greatly reduced. A well- functioning resolution process is part of a good system for 
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defining and enforcing property rights, which economists broadly agree is essential to a 
smoothly functioning, capitalist system. 

The crucial thing to remember here is that someone has to lose. Just as importantly, it 
is actually valuable to society as a whole, although not to the directly harmed parties, that 
those who invested in the failed institutions suffer economic losses. This process releases 
resources to better uses, it provides signals to the economy about what are good and bad 
investments, and it rewards those who made smart economic decisions rather than less adept 
ones. Wlicn ait economic activity has not turned out well, denying tliis simple reality makes 
matters woi'se. 

The flip side of the fact that standard resolution systems, like bankniptcy, impose an 
institution’s losses on that in.stitution’s stakeholders, is the fact that a standard resolution 
authority - such as a federal court - puts none of its own resources into the failed institution, 
nor does it ever own the failed institution’s assets, or make it loans, or anything like that. 

The resolution authority is resolving claims and dividing the pie; it is not adding more pic 
that it has taken fi'om somewhere else. 

Under the powers that would be granted to the FDIU under the hill being considered, 
however, the f’DlC would have the power to make loans to the failed institution, to purchase 
its debt obfigalions and other assets, to assume or guarantee this institution’s obligations, to 
acquire equity interests, to take liens, and so on. This means the FDIC would be putting its 
own -that is to say, the taxpayers ’s -.skin in the game, a radical departure fi'om standard 
bankruptcy, and an approach that mimics closely the action.s the IJ.S. Treasury' took under 
TARP. Thus, this bill institutionalizes TARP for bank holding companies. 
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A crucial implication of this departure from standard bankroptcy is that taxpayer 
funds foot the bill for the loans, asset purchases, guarantees, and other kinds of financial 
support that FDIC would provide to prevent failing institutions from going under. These 
infusions of taxpayer funds come with little meaningful accountability; it will be impossible 
to know that they have been paid back, and often that will not occur. The proposed new 
authority for TDIC al.so generates the impression that society can avoid the losses that 
failures imply, but that is false: the proposed FDIC actions would merely shift those losses to 
taxpayers. The new approach is institutionalized bailouts, plain and simple. 

Thus, under the expansion of FDIC resolution authority to cover non-bank financial 
institution.s, bank holding companies would forever more regard themselves as explicitly, not 
just implicitly, backstopped by the tiill faith and credit of the U.S. Trea.sury. That is moral 
hazard in the extreme, and it will be disastrous for keeping a lid on inappropriate risk-taking 
by those institutions. 

Now, a possible response to my concerns might be that the FDIC is already the 
resolution authority for banks, which makes sen.se given its role in insuring deposits, so 
extending this authority to include bank holding companies might seem to be a logical step. 
In particular, many have argued that under current law, the FDIC does not have the authority 
to resolve the banks owned by bank holding companies, which leaves it in limbo with respect 
to insured deposits at those institutions. 

This legal grey area is a potential concern, but the right response is to modify that 
aspect - and only that aspect - of existing FDIC authority, not to grant it the vastly expanded 
powers under the proposed bill. 
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This technicality aside, then, the right alternative to expanding FDIC authority - that 
is, to the bailout approach — is good old-fashioned banki'uptcy. It has become “aeeepted 
wisdom” that bankruptcies by financial institutions cause great harm, and it is asserted in 
particular that letting Lehman Brothers fail last September was the crucial misstep that 
caused the financial crisis. In fact, nothing could be further fiom the truth. 

As I explain in more detail in my written testimony - a paper recently published in 
the Cato Journal - the ultimate causes of the financial crisis were two misguided federal 
policies, namely, the enormous subsidies and pressui'es provided for mortgage lending lo 
non-credit-worthy boiTowers, and the implicit guarantees provided by both Federal Reserve 
action.s and the U.S. history of protecting financial in.stitution creditors. These forces 
generated an enormous misallocation of investment capital away from plant and equipment 
toward housing, created a housing price bubble, and established a setting where numerous 
financial institutions were inevitably going to fail because their main assets - the ones backed 
by housing - w'ere highly overvalued relative to economic fiindamentals. Lehman’s failure 
was one part of the adjustment this situation implied, and a necessary part. If anything, too 
few financial institutions have failed or shrunk, since the massive interventions in credit and 
housing markets that have occurred over the past year have artificially propped up housing 
prices, delaying more inevitable adjustments. 

Thus the better way to resolve non-bank financial institutions is bankniptcy, not 
bailout. This is not to say that exi.sting bankruptcy law is perfect; one can imagine w'ays it 
might be faster and more transparent, which would probably be beneficial. Nor should one 
assume that, had bankruptcy been allow'ed to operate fidly in tlie Fall of 2008, the economy 
would have escaped without some degree of panic and recession. A significant economic 


5 



229 


downturn, in particular, was both inevitable and necessary given the fundamental 
misallocation of capital that had occun ed in the years preceding the panic. But nothing in 
liistoiical data or recent experience suggests these banb'uptcies would have caused anything 
worse than what wc have experienced, and broader bankraptcy would have meant that in 
fiiture both banks and non-banks would recognize that the losses from excessive risk-taking 
must be borne by those who take the.se risks. 

In light of these assessments, 1 urge the members of this committee to vote against 
this bill, since it codifies an approach to resolution that is fundamentally misguided. Wc 
need to learn from our mistakes and trasl bankruptcies, not bailout, going forward, as we 
should have done in the recent past. 

Thank you for your time and attention. 


6 



230 


BAILOU’1' or Bankruficy? 

CJ29 1/Miron (final 5). doc 

Bailout or Bankruptcy? 

A Libektakian Prrsprctivf. on thr Financial Crisis 

Jeffrey A. Miron 

At the end of September 2007, the U.S. economy had experienced 24 consecutive 
quarters of positive GDP growth, at an average annual tale of2.73 percent. Tire S&P 500 
Index stood at roughly 1,500, having rebounded over 600 points fi'om its low point in 2003. 
Unemployment was below 5 percent, and inflation was low and stable. 

Roughly 12 months later, in September 2008, U.S. Treasury Secretary Henry Paul-son 
announced a major new intervention in the U.S. economy. Under the bailout plan, as 
explained at the lime, the Treasury proposed holding reverse auctions in which it would buy 
the troubled assets of domestic financial institutions. ' Further, as the plan developed, 
Treasury proposed using taxpayer fitnds to purchase equity positions in the country’s largest 
banks. These policle.s aimed to stabilize financial markets, avoid bank feiinres, and prevent a 
credit freeze (see Paulson 2008). 

In the weeks and mouths alter Paulson announced the bailout, enormous changes 
occurred in the U.S. economy and in the global financial system. Stock prices fell sharply, 
housing prices continued the decline they had begun in late 2006, and the real economy 


Cafo Journo!^ Vol. 29, No. 1 (Winter 2009). Copyright © Cato Institute, All rights reserved. 
Jeffiey A. Miron i.s Senior Lecturer in the Department of Economics at Haivard University. 


‘ I rise tlie terms financial institution and bank interchangeably to include both banks and investment 
banks, t he distinction became irrelevant on September 22, 2008, when the last major investment 
banks (Goldman Sachs and Morgan Stanley) became traditional banking institutions. 
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contracted markedly. The House of Representatives initially voted down the bailout bill, but 
Congress approved an expanded version less titan a week later. The Federal Reserve and 
other central hanks pursued a range of rescue efforts, including interest rate cuts, expansions 
of deposit insurance, and the purchase of equity positions in banks. 

In this article, I provide a preliminary as.sessment of the causes of the financial crisis 
and of the most dramatic aspect of the government’s response — the Treasury bailout of Wall 
Street banks. My overall conclusion is that, instead of bailing out banks, U.S. policymakers 
should have allowed the standard process of bankruptcy to operate.’’ This approach would 
not have avoided all costs of the crisis, but it would plausibly have moderated those costs 
relative to a bailout. Even more, the bankruptcy approach would have reduced rather than 
enhanced the likelihood of future crise-s. CToing forward, U.S. policymakers should abandon 
the goal of expanded homeownersliip. Redistribution, if desirable, should take the form of 
cash transfers rather than interveutions in the mortgage market. Even tnorc, the U.S. should 
stop bailing out private risk takers to avoid creating moral hazards. 

The article proceeds as follows. First, 1 characterize the behavior of the U.S. 
economy over the past several years. Next, 1 consider which government police.s, private 
actions, and outside events were responsible for the crisis. Finally, I examine the bailout plan 
that the U.S. Treasury adopted in response to the crisis. 


’ To simplify the discussion, I use the terra bankruptcy to indicate any official reorganization or 
liquidation procedure, meaning both those under the bankruptcy code and those conducted by 
regulatory bodies such as the FDTC. The former applies to nonbanks, the latter to banks. 
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Wliat Happened? 

1 begin by examining the recent behavior of the U.S. economy. Thi.s .sets the stage for 
interpretation of both the financial crisis and the bailout. 

Figure 1 shows the level of real GDP over the past five years. ^ GDP increased 
consistently and strongly until the end of 2006, and then again during the middle of 2007. 
GDP fell in the final quarter of 2007, rose modestly during the first half of 2008, and then 
declined again in the third quarter of 2008. Thus, GDP grew on average over the first three 
quarters of 2008, but at a rate considerably below the post-war average (1.05 percent vs, 3.27 
percent at an amiual rate). 

Figures 2 - 4 present data on industrial production, real retail sales, and employment. 
For industrial production, growth was robust for several years but flattened in the second half 
of 2007 and turned negative by the second quarter of 2008. A similar pattern holds for 
retail sales, except that the flattening occurred in the final quarter of 2007 and negative 
growth began in December 2007. For employment, the flattening also oceuned in the final 
quarter of 2007 and negative growth began in December 2007. 

The overall picture is thus con.sistent across indicators. A significant slowdown in 
the U.S. economy began in the final quarter of 2007 and accelerated dnring early 2008. This 
performance is consistent with the detennination by the National Bureau of Economic 


^ The data on GDP (GDPCl), industrial production (INDPRO), real retail sales (RRSFS), 
employment (USPRl V), residential investment (PRFICl), the CPI (CPIAUCSLX and the federal 
fund.s rate (FF.DFUNDS) are from the St. Louis Federal Resetve data bank, 
httu://reseaich.stloiiisfcd.ora/fred2/ . The Case-Shiller housing price data arc fl'om Standard and 
Poor’s, 

http://\v ww2.standai‘dandpQQrs.cQm/ nQrtal/site/.sn.'en/ us/Dage.topic/indices csmahD/O.O.O.0. 0.0.0. 0.0.1 
■ l.Q.O.O.O.O.html . The data on liomcowncrship arc from the U.S. Census, 
httnv'Avww.ccnsus.uuv.dihes/www/housmsdivs/historic/index.hlml . The data on stock prices are 
fiom Shiller (2000), updated at httD://www .iriatioiiale xuberaacc.com/ . 
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Rcseai'di’s Business Cycle Dating Committee that a recession began in December 2007 (see 
www,nbcr,oig/cycles/dec2008.html). 

Figure 5 shows the Casc-Shiller Housing Price Index, adjusted for inflation, for the 
period 1987-2008. Housing prices increased enormously over 1 997-2005, especially in 
2004 and 2005, The increase was large, roughly 80-90 percent in real terms. From the end 
of 2005, housing prices declined slowly through early 2007 and then at an accelerating pace 
from that point. Despite these declines, housing still appeared to be oveivalucd in late 2008 
and needed to fall another 20-30 percent to reach the pre-2001 level. 

Figure 6 shows the U.S. homeownership rate for the past four decades. After 
fluctuating in the 63-66 percent range for about three decades, homeownership began 
increasing in the mid 1990s and climbed lo unprecedented values in the subsequent decade. 
Beginning in 2005 the rate stabilized and declined slightly, but in 2008 it was still well above 
the level observed for most of the sample. 

Figure 7 displays residential investment in the United States over the past several 
decades. Housing construction fluctuated substantially but displayed an overall upward 
trend througli the early 1 990s. From that point the trend accelerated and continued for over 
a decade before beginning a mai-ked decline starting in early 2006. Even after the 
substantial decline, however, housing investment in late 2008 was about where one would 
have predicted based on the trend line through the mid-1990s. 

For 10-12 years, therefore, the U.S. economy invested in housing at a rate above that 


suggested by historical trends. This boom coincided with a substantial increase in 
homeownership. These facts suggest that the Uuited States overinvested in housing during 
this period. Housing prices rose substantially over the same period. The fact that bousing 
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quantity and price increased together suggests thathiglier demand for housing was a major 
determinant of the housing boom. 

Figure 8 shows the real value of the S&P 500 stock price index over the past 150 
years. This value soared during the 1990s to a level above that implied by historical rates of 
return, and growth after 9/1 1 and the 2001 recession was robust. Even after the large 
declines in the fall of 2008, therefore, the market was not obviously below a reasonable 
eslimate of its long-term trend. Standard predictors of stock prices, such as the price-earnings 
ratio, tell the same story.'’ 

Figure 9 shows the effective federal fiinds rate, a standard measure of the stance of 
monetary policy. The low rate from the early 2000s through much of 2004 was plausibly 
one factor in the housing and .stock market booms. Inflation was low and stable during this 
period, averaging 2-3 percent for the most part, so tlie real interest rate was negative. This 
implies lliat the demand for stocks and housing should have expanded, driving up Iheir 
prices. The substantial increase in interest rates from mid-2004 through mid-2006 is 
plausibly one factor that slowed the economy starting in 2007.^ 

To summarize, the U.S. economy had overinvested in honsing as of early 200fi, and 
housing and stock prices were high relative to hisloiical norms. Thus, the economy was 
misaligned, and a major adjustment — such us a recession — was plausibly necessary to correct 
the misallooation. The subsequent declines in housing and stock prices (along with the 
increase in oil price.s) reduced the economy’s real W'ealth, pioviding one impetus for a 


'’For fiuthcr examination of this issue, see Cochrane (2008) and Hamilton (2008). 

’ An additional cause of low real interest rates may have been a surge in the demand for U.S. assets (a 
savings glut) caused by global financial imbalances. See Caballero, Fahri, and Gourinchas (2008). 
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slowdown. Monetary policy stimulated during much of the boom and contracted in advance 
of the slowdown.^ 


Wliat Caused the Economic Events of the Past Five Years? 

Policymakers, pundits, and academics have blamed the financial crisis on various 
factors, such as excessive risk taking by the private sector, inadequate or inappropriate 
regulation, deficient rating agencies, and so on. My assessment is that all lliese factors 
played a role, but the crucial, underlying problem was misguided federal policies.^ 

The first misguided policy was the attempt to increase homeownership, a goal the 
federal government has pursued for decades. A (partial) list of policies designed to increase 
homeownei'sliip includes the Federal Housing Administration, tlie Federal Home Loan 
Banks, Fannie Mae, Freddie Mac, the Community Reinvestment Act, the deductibility of 
mortgage interest, the homestead exclusion in the personal bankruptcy code, the tax-favored 
treatment of capital gains on housing, the HOPE for Homeowners Act, and, most recently, 
the Emergency Economic Stabilization Act (the bailout bill).® 

Government efforts to increase homeownership are problematic. Private 
eutrepreneui-s have adequate incentives to build and sell houses, just us individuals and 
families have adequate incentives to purchase them. Thus, government intciwcntion to 

^ See Mulligan and Threineii (2008) for a more detailed analysis of the role of wealth effects in the 
propogation of the financial ci'isis. 

^ For analyses similar to that presented here, sec Dom (2008) and Taylor (2009). For alternative 
views about the causes of the crisis, sec Baily, Litan, and Jolmsou (2008), Biunnemieicr (2008) and 
Hali and Woodwai'd (2008). 

® See Slivinski (2008) for further discussion of the government role hi promoting homeownership. 
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expand homeownership has no justification from an efficiency perspective and is instead an 
indirect method of redistributing income. If government redistributes by intervening in the 
mortgage market, however, it creates the potential for large distortions of private behavior. 

The U.S. government’s pro-housing policies did not have noticeable negative effects 
for decades. The reason is likely that the inteiventions mainly substituted for activities the 
private sector would have undertaken anyw'ay, such as providing a secondaiy market in 
mortgages. 

Over time, however, these mild interventions began to focus on increased 
homeownership for low-income households. In the 1990s, the Department of Housing and 
Urban Development ramped up pressure on lenders to support affordable housing. In 2003, 
accounting scandals at Fannie and Freddie allowed key members of Congress to pressure 
tliese institutions into substantial risky mortgage lending.’ By 2003-04, therefore, federal 
policies were generating strong incentives to extend mortgages to borrowers with poor credit 
characteristics. Financial instihitions responded and created huge quantities of assets based 
on risky mortgage debt, 

This expansion of risky credit was especially problematic because of the second 
misguided federal policy, the long-standing practice of bailing out failures from private risk- 
taking. As docuincnlcd by Laeven and Valencia (2008), bailouts have occurred often and 
widely, especially in the banking sector. In the context of the recent financial crisis, a 
crucial example is the now infamous “Greenspan put,” the Fed’s practice under Greenspan of 
lowering interest rates in response to financial disruptions in the hope that expanded liquidity 
would prevent or moderate a crasli in asset prices. In Ihe early 2000 b, in particular, the Fed 

’ See Roberts (2008), Leibowitz (2008), Wallison and Calomiris (2008), White (2008), and Pinto 
(2008). 
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appeared to have made a conscious decision not to burst the housing bubble and instead “fix 
things” if a crash occuiTed, 

The banking soclor’s history of receiving bailouts meant that financial mai’kets could 
reasonably have expected the government to cushion any losses from a crash in risky 
mortgage debt. Since government was also exerting pressure to expand this debt, and 
since it was profitable to do so, the financial sector had every reason to play along. ^ ' it was 
inevitable, however, that at some point a crash would ensue. As explained in Gorton (2007), 
the expansion of mortgage ci'edit made sense only so long as housing prices kept increasing, 
but this could not last forever. Once housing prices began to decline, the maikct had no 
option but to suffer the unwinding of the positions built on untenable assumptions about 
housing prices. 

This iiilerpretation of the financial crisis flierelbre puts primary blame on federal 
policy rather than on Wall Street greed, inadequate regulation, failures of rating agencies, or 
securitization. These other forces played important roles, but it is implausible that any or all 
would have produced anything like the recent financial crisis had it not been for the two 
misguided federal polices.^^ Wall Street greed, for example, certainly conti'ibuted to the 
situation if, by greed, one means profit-seeking behavior. Many on Wall Street knew or 

Gerardi et al. (2008) find that analysts in the mortgage market realized that a fall in housing prices 
would mean a di-aslic fall in the value of mojigage assets, but assigned only a low probability to that 
outcome, One inteipretation is that the analysts (and their employers) trusted the Greenspan put to 
keep prices from falling. 

^ ' A mandate that banks issue risky debt might not generate significant problems if the risk is 
appropriately priced (Stock 200S). When government mandates that banks issue debt they would not 
have provided on their own, however, a market-clearing piicc might not exist. An implicit 
govermnent guarantee of this debt, moreover, virtually ensures the risk will be underpriced. 

See Kashyap, Uajan, and Stein (2008) or Calomiris (2008) for a discussion of the regulatory issues 
and Lucchetti and Ng (2007) for a discussion of fiie role of ratings agencies. 
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suspected that their risk exposure was not sustainable, but their positions were profitabie at 
the time. Further, markets wwk well when private actors respond to profit opportunities, 
unless these reflect perverse incentives created by government. The way to avoid future 
crises, therefore, is for governments to abandon policies that generate such incentives. 


Was the Treasury Bailout Good Policy? 

The Treasury’s bailout plan was an attempt to improve bank balance sheets and 
thereby spur bank lending. The justification offered was that, as of early September 2008, 
major banks were facing imminent failure because their mortgage-backed assets had declined 
rapidly in value. 

No one disputes that several banks were in danger of failing, but tbi.s does not justify 
a bailout, Failure is an essential aspect of capitalism. It provides information about good and 
bad investments, and it releases resources from bad projects to more productive ones. As 
noted earlier, housing prices and housing constniction were too high at the end of 2005. 

This condition implied a deterioration in bank balance sheets and a retrenchment in the 
banking sector, so some amount of failure was both inevitable and appropriate. 

Thus, an economic case for the bailout needed lo show that failure by some banks 
would harm the economy beyund what was unavoidable due to the fall m housing prices. 

The usual argument is that failure by one bank forces other banks to fail, generating a credit 
freeze. That outcome is possible, but it does not metm the Treasury’s bailout plan was the 
right policy. 
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To see why, note first that allowing banks to fail does not mean the government plays 
no role. Federal deposit insurance would prevent losses by insured depositors, thus limiting 
the incentive for bank runs. Federal courts and regulatory agencies (such as the FDIC) 
would supervise bankruptcy proceedings for failed institutions. Under bankraplcy, moreover', 
the activities of failing hanks do not necessarily disappear. Some continue during 
bankruptcy, and some resume after sale of a failed institution or its assets to a healthier bank, 
hi other eases, merger in advance of failure avoids bankruptcy entirely. Private shareholders 
and bondlioldors lake the losses required to make these mergers and sales attractive to the 
acquiring parties. Taxpayer funds go only to insur ed depositors (see Fama 2009, Zingalos 
200S), 

Consider, therefore, how bailout compares to bankruptcy from three perspectives: the 
iinpaol on the distribution of wealth, the impact on economic efficiency, and the impact on 
the length and doptli of the financial crisis. 

From a distributional perspective, bailout is unambiguously perverse; it transfers 
i-esources from the general taxpayer to well-off economic actors who profited from risky 
investments. This is not a criticism of risk-taking; that is appropriate so long as those 
benefiting in good times bear the costs in bad times. This is exactly what occurs under the 
bankr uptcy approach. 

From an economic efficiency perspective, bailout is again problematic. Mere 
consideration of a bailout distracts attention from the fact that govemmenf was the single 
most important cause of the crisis. Relatedly, bailout creates a moral hazard, thereby 
generating excessive risk-taking in the future. Bailouts often adopt goals that are not 
economically sensible, such as propping up housing prices, limiling mortgage defaults, or 
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preventing the failure of insolvent institutions. More broadly, a bailout encourages peiverse 
actions by institutions that are eligible for the money, such as acquiring toxic assets that the 
Treasury might buy or taking huge risks wMi Treasury capital injections. 

The Treasury bailout of 2008 also initiated a government ownersliip stake in the 
financial sector. This means that, going forward, political forces are likely to influence 
decisionmaking in the extension of credit and the allocation of capital. Government, for 
example, might push banks to aid borrowers with poor credit histories, to subsidize 
politically connected industries, or to lend in the districts of powerful legislators. 
Government pressure is difficult for banks to resist, since government can threaten to 
withdraw its ownership stake or promise further injections whenever it wants to modify bank 
behavior. Further, bailing out banks sets a precedent for bailing out other industries. Thus, 
the long-run implications of bailout are unambiguously bad. 

Bailout is superior to bankiuptcy, therefore, only if allowing bunk failures would 
cause or exacerbate a credit crunch. Neither theory nor evidence, however, makes a 
compelling case for such an effect. As a theoretical matter, failure by a bank means that it 
cannot extend credit, but this means a profit opportunity exists tor someone else. As an 
empirical matter, it is difficult to establish whether panics cause credit freezes or underlying 
adverse shocks to the economy cause botli reduced lending and panics. Ben Bemanke’s 
famous paper on the Great Depression (Bcmanke 1983) suffers exactly this problem; it 
shows that bank failnres and output losses are correlated, but it does not pin dowm the 
direction of causation. 

This is not to deny that credit freezes occur and cause harm, nor to assert that credit 
markets would have been healthy under the bankruptcy approach. Rather, the claim is tliat 
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overinvestment in housing and the excessive level of housing prices that existed in the United 
States meant that an unwinding was necessary to make the economy healthy. This 
restructuring implied reduced residential investment, declines in housing prices, plus 
shrinkage and consolidation of the banking sector. All of this would plausibly have 
generated a recession, even without any credit freeze, and the recession- —along with 
increased awareness of the risks of mortgage lending — would have caused lending to 
contract, again even without a credit crunch. Thus, it is not obvious how much of the credit 
freeze was due to bank failures versus negative shocks to the underlying fundamentals. 

In fact, the bailout might have exacerbated the credit crunch. The amiouuccmcut that 
the Treasury was considering a bailout likely scared markets by suggesting the economy was 
worse than markets recognized (see Macey 2008). Likewise, the announcement may have 
encoui'aged a credit freeze because bankers did not want to realize their losses or sell their 
institutions to acquiring firms if government was going to get them off the hook. The bailout 
introduced uiiceitaiiity because no one knew what Ihc bailout meant: how much, what form, 
for whom, for how long, w'ith what restrictions, and so on.'^ The bailout also did little to 
make bank balance sheets transparent, yet the market’s inability to determine who was 
solvent was plausibly a key reason for the freeze. Plus, banks can respond to capital 
injections by paying bonuses to executives and dividends to shai-eholders, or by hoarding 
cash; nothing guarantees they will lend out capital injections.''’ 

Thus, the bailout had huge potential for counterproductive impacts and at best an 
uncertain pro.spect of alleviating the credit crunch or ameliorating the recession. This means 

” Higgs (1997) provides suggestive evidence that uncertainty created by poheymakers contiibuted to 
ihe length of tlie Great Depression. 

See Rordo and Schwartz (1998, 2000) for evidence on both the tendency for bailouts to exacerbate 
moral hazard and the ability of bailouts to improve ecouomic performance. 
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tliat allowing ftjrther failures would liave been a price worth paying, in paiticuiai-j the 
process of failure and banki uplcy would have countered the financial sector’s temptation to 
“bank” on government largesse, so the bankruptcy approach would have created better 
incentives going forward for private behavior toward risk. 


Lessons for the Future 

In my assessment, the financial crisis yields two main lessons. The first is that 
redistribution to low-income households should be direct and on budget, not indirect and off- 
budget, as in .subsidized mortgage credit. The second lesson is that the moral hazards from 
bailing out private risk-taking are substantial, even when these do not always appear 
immediately. 

Adjusting policy to iucorporatc the first lesson is relatively easy: it requires 
elimination of specific, pre-existing policies such as Fannie Mae, Freddie Mac, the Federal 
Housing Administi'ation, and so on, This might be hard politically, but at least the target is 
well defined. 

Adjusting policy to avoid the creation of moral fauzaid is harder. A few specific 
progi'ams, such as the Pension Benefit Guarantee Corporation, are ripe for elimination fiom 
this perspective, but policymakers have many ways to bail out private risk-taking. Even 
elimination of agencies like the FDIC and the Federal Reserve — setting a,side whether this 
makes sense overall — would not prevent a deteitnined Treasury from bailing out banks. 
Thus, the only real constraint on such flawed govenimenl policy is increased recognilion of 
its long-term costs. 
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Figure 3: Real Retail Sales 
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Figure 7; Real Housing Investment 



Figure 8: Real Stock Prices 
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Testimony 
By John B. Taylor 

Subcommittee on Commercial and Administrative Law 
Committee on the Judiciary 
United States House of Representatives 

October 22, 2009 

Thank you for the opportunity to provide testimony for this hearing on bankruptcy and 
non-bankruptcy alternatives for failing non-bank financial institutions. 

Concern that failure of a large financial institution could severely damage the economy 
has created a policy of government bailouts in the United States. As a consequence of that 
policy, the federal government has committed huge amounts of funds, intervened in many 
private-sector activities, and induced excessive risk-taking by people expecting bailouts to 
continue. An alternative to this bailout policy is sorely needed. 

Two Alternative Proposals 

Two main alternative proposals are currently under consideration. One has been put forth 
as part of the Administration’s financial reform proposals. It would establish a special resolution 
regime under which the Secretary of the Treasury, with the approval of the President and 
agreement of the regulatory authorities, could apply an expanded FDIC-like resolution process to 
any financial firm if its failure would have “serious adverse effects on the financial system or the 
economy.” The firm would be placed into conservatorship or receivership and the government 
could provide the firm with loans, purchase its assets, or guarantee its liabilities. 

The other proposal would have the failing financial firm go through a bankruptcy process 
designed specifically to deal with some of the financial firm’s assets and liabilities, which are an 
integral part of the financial system. The bankruptcy proposal in H.R 33 10 is an example of 
such an approach. The conceptual idea is that the bankruptcy would permit important financial 
transactions to continue without significant disruption during bankruptcy. 

In my view the expanded resolution regime has significant disadvantages in comparison 
with a bankruptcy process designed specifically for financial firms. First, the new resolution 
regime would essentially institutionalize the kinds of bailouts that have occurred in the recent 
crisis. Hence, rather than providing an alternative to policy of bailouts, it would permanently 
establish such a policy. Second, the expanded resolution authority would be operated with a 
considerable degree of discretion about when to start the intervention and about the priority to 
give different creditors. In contrast a bankruptcy process relies on an established rule of law 
rather than the discretion, and treats creditors in a known way that is understood by lenders and 
investors in advance. Compared to the resolution authority, bankruptcy is a more predictable 
process. 
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Relevant Lessons from the Crisis 

Studying carefully what happened during the recent financial crisis is important for 
determining which approach to take. Understanding the events surrounding the Lehman 
bankruptcy is particularly important. Some argue that the cause of the panic in the fall of 2008 
was the failure of the government to intervene and prevent the banlcruptcy of Lehman. This view 
gives a rationale for continued extensive government bailouts and now to proposals for a more 
expansive resolution process. I do not think the evidence supports that view. Of course the 
surprise decision not to bailout Lehman’s creditors and the run on certain money market funds 
was a jolt to the markets. But far worse was the chaotic intervention by the government in the 
following weeks, most significantly the rollout of the TARP, Including the less than credible 
description of how the toxic assets would be removed from banks’ balance sheets, the huge 
amount of money asked for with only 2-1/2 pages of legislation, and the scare stories of another 
great depression if legislation were not passed, and even if it were passed. 

The government did not articulate a clear predictable strategy for lending and intervening 
into a financial sector. Such a strategy could have been put forth in the weeks after the Bear 
Steams rescue. Instead market participants had to guess what the government would do in other 
similar situations. The lack of a strategy became quite evident in the confusing roll out of the 
TARP plan. According to event studies of interest rate spreads in the interbank market this was a 
more likely reason for the panic than the failure to intervene with Lehman. 

My empirical research on the crisis has led me to this view and I first wrote about in 
November 2008 and later in my book, Getting Off Track, published early this year. Consider 
Figure 1, which is drawn from that book. It examines the spread between longer term interbank 
loans (Libor) and an expectation of what the overnight interest rate (federal funds rate) will be 
over the maturity of the loan (OIS). The Libor-OlS spread is one of the leading measures of 
stress in the money markets. Observe that Figure 1 focuses on events from September 1 through 
October 2008. 

For the year previous to the events in Figure 1, the spread had been mainly fluctuating in 
the 50 to 100 basis point range which was where it was through the first half of September 2008. 
The spread moved a bit on September 15th, which is the Monday after the weekend decisions not 
to intervene in Lehman Brothers. It then bounced back down a little bit on September 1 6 around 
the time of the AIG intervention. While the spread did rise during the week following the 
Lehman Brothers decision, it was not far out of line with the events of the previous year. 

On Friday of that week the Treasury announced that it was going to propose a large 
rescue package. Over the weekend the package was put together and was presented to Congress 
in testimony the following week. As shown in Figure I, it was following this testimony that one 
really begins to see the crises deepening, as measured by the relentless upward movement in 
Libor-OIS spread for the next three weeks. Things steadily deteriorated and the spread went 
through the roof to 3.5 per cent. 
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The Panic of Fall '08 
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The government interventions during this panic period were part of a pattern of ad hoc 
responses starting with the Bear Stearns bailout. No guidance was given following Bear Stearns 
about the circumstances under which another firm, such as Lehman, would be intervened. So 
when the decision was made — without a good legal or economic reason — not to intervene with 
Lehman, no one was prepared. But the problem was not the lack of intervention per se; it was the 
unpredictable, unprincipled pattern of intervention that had been followed for months, which the 
TARP rollout revealed clearly. 

With the passage of time, evidence is accumulating that such confusing and unpredictable 
government interventions made things worse, though we are still very close to the crisis and the 
issues are complex. The data on equity markets tell a similar story. Consider the S&P 500 shown 
in Figure 2. The S&P 500 closed at 1252 on Friday, September 12, 2008, before the Lehman 
bankruptcy. It was off on Monday after the news of the bankruptcy but recovered during the 
week closing on the following Friday, September 19 at 1255, above the level before the 
bankruptcy. It was not until the following week and the rollout of the TARP that the market 
began to fall sharply. And it continued to fall until October 10 when the S&P 500 hit 899 and the 
government finally clarified that the TARP would actually be used for equity injections. 

There were many other events affecting interest rate spreads in the interbank market and 
equity prices around this time. Careful empirical research is needed to determine their impact on 
the data provided in Figures 1 and 2. Some of these events involve other government 
interventions and are thereby very relevant to the analysis of proposals for expanded resolution 
authority in comparison to bankruptcy approaches. For example, the seizure by the FDIC of 
Washington Mutual and its sale to JP Morgan Chase was followed quickly by a sharp drop in the 
price of Wachovia’s bank debt, its aborted FDIC-driven acquisition by Citigroup, and its 
eventual acquisition by Wells Fargo. Examination of these complex bank resolution cases will 
help assess how an even more complex non-bank resolution process will work in practice. 


Conclusion 

An empirical review of the data and corresponding events in the fall of 2008 provides 
two important lessons. First, it shows that the bankruptcy of Lehman was unlikely the direct 
cause of the panic during the fall of 2008. Second, it shows that an ad hoc interventionist 
government policy, which was revealed for the world to see in the following weeks, was what 
caused the panic. Both lessons favor a rule-like bankruptcy process rather than an expanded 
discretionary resolution authority. 
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BDARQ DF GOVERNORS 
OF THE 

FEDERAL RESERVE SYSTEM 

WASHINGTON. D, C, 20551 

October 21, 2009 


S. BERNANKE 


The Honorable Lamar S. Smith 
Ranking Member 
Committee on the Judiciary 
House of Representatives 
Washington, D.C. 20515 

Dear Congressman: 

Experience over the past two years clearly demonstrates that the United States needs a 
comprehensive strategy to help reduce and contain systemic risk and address the related problem 
of financial institutions that are deemed too big— or perhaps too interconnected— to fail. In light 
of the topic of the Committee’s October 22 hearing, I will focus on one critical aspect of such an 
agenda for reform— establishment of a new resolution regime for systemically important financial 
firms. 


The Federal Reserve believes that, whenever possible, the difficulties experienced by 
financial firms in distress should be addressed through private-sector arrangements, such as, for 
example, by capital injections from private sources, as many financial firms have done or by 
reorganization or liquidation under the bankruptcy code like other types of firms. However, in 
the midst of a crisis and when no private sector solution is available, authorities— acting in the 
public’s interest— may need an alternative to the disorderly failure of a large, highly 
interconnected financial firm because of the risks such a failure would pose to the financial 
system, the broader economy, and ultimately households and businesses. 

Large, complex financial institutions tend to be highly interconnected with other financial 
firms and markets. Indeed, in recent years the interlinkages witiiin the financial system have 
become even closer as a result of, among other things, the integration of lending activities with 
financial markets through increased use of securitization, the expansion of derivative hedging 
and trading activities among counterparties, and the growth of arrangements-such as tri-party 
repurchase and securities lending arrangements— through which holders of securities can obtain 
short-term financing from risk averse investors through collateralized loans. 

In light of these and other factors, the bankruptcy of a large, complex financial firm can 
have serious adverse consequences for other firms and financial markets, and, consequently, for 
the flow of credit and for economic conditions more broadly. Such spillovers may be 
particularly large at times when financial markets and institutions already are under stress and 
the economy is weak; In such periods, the disorderly failure of a large, interconnected financial 
firm may result in substantial pressures on other firms seen by investors as having similar 
exposures or business models, dislocations in a range of financial markets, and disruptions in the 
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flow of credit to households and businesses. Losses sustained by other financial firms could 
erode their financial strength, limiting their ability to play their intermediation role, or even cause 
them to fail, reinforcing financial pressures. Moreover, the disorderly failure of a large, 
interconnected ftnn during a time of pre-existing financial and economic stress could undermine 
confidence in the U.S. financial sector more broadly, potentially triggering a widespread 
withdrawal of funding by investors and an additional tightening of credit conditions, which 
could, in turn, cause a further reduction in economic activity. Historical experience show's that, 
once begun, a financial panic can spread rapidly and unpredictably. 

Indeed, this is precisely what happened following the bankruptcy of Lehman Brothers 
Holdings, Inc. (Lehman) in September 2008. At that time, tlie U.S. and global financial system 
had already been under significant strains for more than a year, strains that initially were 
triggered by the end of the housing boom in the United States and other countries and the 
associated problems in markets for mortgage-related assets. These developments had resulted in 
a sharp decline in the valuations of mortgage-related assets, widespread pressures in funding 
markets, tighter credit conditions for businesses and households, and substantial declines in 
business and consumer confidence around the world. Over the months leading up to Lehman’s 
failure, a weakening U.S. economy and continued financial turbulence led to a broad loss of 
confidence in financial firms. These strains were punctuated by the government’s decision in 
early September to place the government-sponsored enterprises Fannie Mae and Freddie Mac 
into conservatorship due to concerns about their solvency. 

In this environment, the bankruptcy of Lehman on September 1 5 led to a substantial 
intensification of the financial crisis, with corresponding negative effects on the flow of credit 
and economic conditions more broadly, both here and abroad. Concerns about the potential 
direct and indirect losses that Lehman’s failure could impose on other firms undemiined 
confidence in wholesale bank funding markets, leading to further increases in bank borrowing 
costs and a tightening of credit availability from banks. Other investment banks, which were 
perceived to have weaknesses similar to those at Lehman, faced substantial pressures as investors 
pulled back from exposures to them, thus requiring the Federal Reserve to step up its provision 
of liquidity to such firms as well as to hanking institutions. Nonetheless, in the following weeks, 
several large financial institutions failed, came to the brink of failure, or w'ere acquired by 
competitors under distressed circumstances. 

Moreover, on September 16, the Reserve Primary Fund, a money market mutual fund, 
announced that it “broke the buck” as a result of losses on its holdings of Lehman commercial 
paper. This announcement prompted investors to withdraw large amounts not only from the 
Reserve Primaiy Fund, but al.so ftorh other so-called prime funds, which usually invest mainly in 
private debt securities and which were seen by investors as having exposures potentially similar 
to those of the Reserve Primary Fund. A severe nm on much of the prime money market fund 
industry ensued, with withdrawals totaling hundreds of billions of dollars and more than 
100 funds losing a substantial volume of assets in the span of just a few weeks. The magnitude 
of these withdrawals decreased only after the Treasury announced a guarantee program for 
money market mutual fund investors and the Federal Reserve established a new lending program 
to support liquidity in the asset-backed commercial paper market. Nevertheless, tliese massive 
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outflows undermined the stability of short-term funding markets, particularly the commercial 
paper market, upon which corporations rely heardly to meet their short-term borrowing needs. 

Against this backdrop, investors pulled back broadly from risk-taking in September and 
October. Liquidity in short-term funding markets vanished for a time, and prices plunged across 
asset classes. Securitization markets— a key source of financing for consumers and busincsscs- 
essentially shut down with the exception of those for government-supported mortgages. 
Reflecting in part these developments, economic activity dropped sharply in late 2008, with the 
pace of job losses accelerating, continued steep declines in housing activity, and widespread 
cutbacks in capital spending by business. 

It was preci.sely to avoid these types of consequences that the Federal Reserve, with the 
full support of the Treasury Department, acted to prevent the disorderly failure of Bear Steams in 
March 2008 and of American International Group, Inc. (AIG) the day after Lehman’s failure.^ 
While these actions were necessary in the environment then prevailing to address unacceptable 
risks to the global financial system and our economy, these actions have exacerbated the belief of 
market participants that some financial firms are too big to fail. This belief has many 
undesirable effects. While shareholders of Bear Steams and AIG suffered significant losses, 
creditors of the firms were shielded from loss, creating an expectation among managers and 
investors of similar treatment going forward. This outcome reduces market discipline and 
encourages excessive risk-taking by financial firms that are perceived as being too big to fail. It 
also provides an artificial incentive for firms to grow in order to be perceived as too big to fail. 
And it creates an unlevel playing field with smaller firms, which may not be regarded as having 
the same degree of government support. Moreover, government rescues of too-big-to-fail firms 
can, as we have seen in the current crisis, involve the commitment of substantial amounts of 
public funds. 

For these reasons, it is essential that policymakers make changes to tire financial rules of 
the game to address the too-big-to-fail problem. This will require actions on two fronts. First, 
we must reduce the potential for large, highly interconnected firms to place the financial system 
at risk. To do so, policymakers must ensure that all systemically important financial institutions 
are subject to a robust and effective regime for consolidated supervision. Supervision also must 
be strengthened to better protect the safety and soundness of individual institutions and must be 
reoriented to better take account of the risks that an institution may pose on the financial system 
as a whole. The Federal Reserve has already taken a number of important steps to improve its 


* In light of the tools available at the time, the U.S. government was unable to prevent the failure 
of I..ehraan. The amount of available collateral at Lehman fell w'ell short of the amount needed 
to secure a Federal Reserve loan of sufficient size to meet Leliman’s funding needs for survival. 
Also, at the time of I.ehman’s demise, Treasury lacked the ability to inject capital into financial 
institutions to maintain financial stability because the Emergency Economic Stabilization Act of 
2009 had not yet been enacted. Thus, when attempts to find a buyer for the company and 
develop an industry solution proved unavailing, Lehman's failure became unavoidable. 
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regulation and supervision of large financial groups along these lines, building on lessons from 
the current crisis.'* 

Second, and the focus of the Committee’s hearing, a new, alternative resolution process 
should be created that would allow the government to wind down in an orderly maimer a failing 
systemically important financial institution whose disorderly collapse would pose substantial 
risks to the financial system and the broader economy. Indeed, after the Lehman, Bear Steams, 
and ATG experiences, there is little doubt that there needs to be a third option to the existing 
choices of bankruptcy and bailout for these firms. 

In most cases, the federal bankruptcy laws provide an appropriate framew'ork for the 
resolution of nonbank financial institutions. However, the bankraptcy code does not sufficiently 
protect the public’s strong interest in ensuring the orderly resolution of a nonbank financial firm 
whose failure would pose substantial risks to the financial system and to the economy. An 
alternative, orderly resolution regime already exists for banks: If a bank approaches insolvency, 
the Federal Deposit Insurance Corporation (FDIC) is empowered to interv'ene as needed to 
protect depositors, sell the bank’s assets, and take any necessary steps to prevent broader 
consequences to the financial system. A similar regime should be established for systemically 
important nonbank financial institutions, including bank holding companies. 

Such a regime should provide the government with the tools to restructure or wind down 
a failing systemically important firm in a way that mitigates the risks to financial stability and the 
economy and thus protects the public interest. For example, such tools should include the ability 
to take control of the management and operations of the failmg firm; to sell assets, liabilities, and 
business units of the firm; to transfer the viable portions of the firm to a new “bridge” entity that 
can continue these operations with minimal disruptions while preserving value; and to repudiate 
contracts of the firm, subject to appropriate recompense. In addition, establishing credible 
processes for imposing losses on shareholders and creditors of the firm is essential to restoring a 
meaningful degree of market discipline and addressing the too-big-to-fail problem. 

As I noted at the outset, financial firms— including those that might be considered 
systemically important— should be resolved under the bankruptcy code whenever possible. Thus, 
this new regime should serve as an alternative to the bankruptcy code only when needed to 
address systemic concerns, and its use should be subject to high standards and checks and 
balances. Tbe Administration’s proposal would allow the new regime to be invoked with respect 
to a particular finn only with the approval of multiple agencies, including the Federal Reserve, 
and only upon a determination that the firm’s failure and resolution under the bankruptcy code or 
otherwise applicable law w'ould have serious adverse effects on financial stability and the U.S. 
economy. These standards, which are similar to those governing use of the systemic ri sk 
exception to least-cost resolution in the Federal Deposit Insurance Act (FDt Act), appear 
appropriate. The Federal Reserve’s participation in this decision-making process would be an 
extension of our long-standing role in fostering financial stability, involvement in tbe current 


^ See Ben S. Bemanke (2009), testimony before the House Financial Services Committee, 
Oct. 1. 
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process for invoking the systemic risk exception under the FDl Act, and status as consolidated 
supervisor for large banking organizations. The Federal Reserve, however, is not well suited, 
nor do we seek, to serve as the resolution agency for systemically important institutions under 
the new framework. 

As we have seen during the reeent crisis, a substantial commitment of publie funds may 
be needed, at least on a temporary basis, to stabilize and facilitate the orderly resolution of a 
large, highly intercoimected financial firm. The Administration’s proposal provides for such 
funding needs to be addressed by the Treasury, with the ultimate costs of any assistance to be 
recouped through the sale or dissolution of the troubled firm supplemented by assessments on 
financial firms over an extended period of time if necessary. We believe this approach provides 
the appropriate source of funding for the resolution of systemically important financial 
institutions, given the unpredictable and inherently fiscal nature of this function and the 
importance of protecting taxpayers from losses. 

Thank you for the opportunity to provide the views of the Federal Reserve on these 
important matters. I hope this information is helpful. 


Sincerely, 
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Material submitted by Michael S. Bare, U.S. Department of Treasury 



NOV 1 0 2003 

DEPARTMENT OF THE TREASURY 

WASHINGTON, n.C. 20220 


October 26, 2009 


The Honorable Steve Cohen 
Chairman 

Subconunittee on Commercial and Administrative Law 
Committee on the Judiciary 
U.S. House of Representatives 
Washington, DC 20515 

Dear Chairman Cohen: 

Thank you for the opportunity to testify before the Subcommillee on Commercial and 
Administrative Law. I was pleased to hear that w^e are in broad agreement regarding the need to 
end the perception that any financial firm is “loo big to fail.” As I explained in my testimony, 
we believe strongly that our proposal for an enhanced resolution authority is necessary to achieve 
this objective. Tie market must know that the government has the tools it needs to end largo 
UnanciaJ firms in an orderly process while protecting taxpayers and the broader economy. 

During the hearing, I promised to provide you with additional infoimatioii regarding the status of 
the Troubled Asset Rehef Program (TARP) program and the proposed standard for applying our 
enlianccd resolution process. In keeping with that promise, attached please find a copy of 
Treasury’s Monthly 105 (a) Report for September, w'hich provides an update on the TARP 
investments. This includes amounts committed (page 3) and amounts repaid (page 8) under 
TARP. In addition, i am attaching Sections 1203(b) and 1203(d) of our proposed legislation, 
which provide out proposed standard for invoking the enhanced resolution authority process. 

Thank you again for your assistance. I look forward to working with you and your colleagues iji 
the Congress as w'e work to solve the “too big to fail” problem and provide the American people 
with the reform that they need. 


Sincerely, 

Michael S. Barr 
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Troubled Assets Relief Program 
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October 9, 2009 


This report to Congress is pursuant to Section 10S<a) 
of the Emergency Economic Stabilization Act of 2008. 
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Treasury is pleased to present the monthly 105(a) report to Congress for September 2009. This 
report provides the latest developments on efforts to stattlize the financial .system, current 
status of TARP investments, and background Information on all TARP programs. 


Section Pane 
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Where is TARP Money Going? 3 

Program Updates 5 

Certification 16 

Appendix 1: Descriptions of TARP Programs 16 

How Treasury Exercises its Voting Rights 27 

Appendix 2; September Financial Statement 29 


This report contains summaries of TARPprograms and investments. These summaries do not 
include all the material terms and conditions of such programs and investments. Please see 
more detailed information available at www.financialstabilitv.Qov . 
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Key Developments 

The Troubled Assets Relief Program or TARP was established pureuant to the Emergency 
Economic Stabilization Act of 2008 or EESA. This' law was adopted on October 3, 2008 in 
response to the severe financial crisis feeing our country. To carry out its duties under the law, 
Treasury has developed a number of programs to stabilize our financial system and the housing 
market. These programs are described in this report. These efforts, together with the American 
Recovery and Reinvestment Act of 2009. help lay the financial foundation for economic 
recovery. 

The following are some key developments that took place in September under Treasury’s 
programs: 

• The U.S, Treasury received $140.84 million in dividend, interest and fee payments from 
all TARP Programs in September 2009. 

— Total dividends, interest and fee payments received since inception of TARP 
through September 30, 2009 is $9.50 billion. 

• Seven banks repaid $403.94 million of Treasury investments in September, bringing the 
total amount of TARP investments repaid to $70.72 billion through September 2009. 

• Treasury made new investments in 14 banks totaling $140.81 million in September . 
2009. 

• 1 6 new mortgage sen/icers signed up to participate in the Home Affordable Mortgage 
Modification Program <HAMP). 

— More than 85 percent of residential mortgages are covered by HAMP- 
participating servicers. 

— The Home Price Decline Protection (HPDP) Program, a component of HAMP, is 
underway for HAMP modifications begun after September 1 , 2009. 

• Two of the initial closings of Public-Private Investment Funds (PPIFs) established under 
the Legacy Securities Public-Private Investment Program (S-PPIP) took place on 
September 30, 2009. Each of the furid rnanagers raised at least $500 million of private 
capital for the PPIF, and following the initial closing, wili have up to six months and two 
subsequent closings to raise additional private capHtal. Treasury’s maximum equity 
obligation to each PPIF is $1.11 billion. Treasury also will make a loan to each PPIF, up 
to a maximum of $2.22 billion. 

• Negotiations were terminated with Bank of America concerning the asset guarantee 
arrangement announced in January 2009. In connection with that termination and in 
recognition of the benefits provided by entering into the term sheet for such 
arrangement Bank of America paid the U.S. government $425 million. 

• Planned TARP investments for the Asset Guarantee Program decreased from $12.5 
billion to $5 billion. 
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Where Is TARP Money Going? 

EESA authorized $700 billion for TARP. Treasuiy has used Otis authodty to make investments 
that are designed to restore confidence in the strength of our financial institutions, restart 
markets that are critical to financing American households and businesses, and address the 
housing market problems. 

As of September 30, 2009, Treasury has announced the following uses of TARP funds; 

• $636.65 bllion has been planned for particular TARP prograrra. as shown in Figure 1 

Of that amount, $455.50 billion has been commrtted to specific institutions under 
signed contracts. 

$365 09 billion has been paid out by Treasury under those contracts. 

Figure 1 shows the planned TARP investments by program as of September 30. 2009 Please 
see Appendix 1 for a description of the programs listed in the chart 

Figure 1: Planned TARP investments ($ billions) through September 

■ Capital Purchase Program 

■ Pubiic^riVBie Investmervt Partnership 

■ Auto Industry Fir\encing Program 

■ Consumer ar>d Business Lending Indiative 

■ AfG 

■ Targeted Investment Program (TP) 

■ HAMP 

■ Asset Guarantee Program 



’ Amounts stated rnclude $1,244 bMllon of TARP funds to offset costs of program changes 
mandated by the Helping Families Save their Horrtes Act of 2009 (P.L.. 1 1 1*22). and the 
additional $1 5 million allocated to the Special Inspector General for the Troubled Asset Relief 
Program fSIGTARP) under that Act. 
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The authority to make investmenis under EESA expires op DecemberSI. 2009 However, the 
Secretary of the Treasury may extend the authority through October 3. 2010 upon setisfyli>g 
certain conditions. 

A targe part of the total investmenis to date occurrod last fall under the Capital Purchase 
Program (CPP) following the adoption of ££SA in October 2003 The more recent 
oommitmBnts include amounts extended urrdei the Obama Administration's Financiai Stability 
Plan. These include furvte committed under the Making Home Affordable program, the planned 
TARP •nvestments m the Legacy Securities PublioPnvate Investment Program, and those 
under the other programs described in (his report. 

Figure 2 shows the amount of TARP Investmenis by month. It shows both Ihe amount obt^ated 
- or committed for investment > and the amount disbursed or actually paid out 


Figure 2: Funds committed and paid out under TARP through September 



Amounf Commined lo'SpeciftC lneiSution& Each Month (Left Scale) 


Amount Paid Out in Eacn Month (Leh State) 

— Cummetrve Amouni Committed to Specific tnstitutrorrs (RigM Scale) 
— a* Cumulative Amount Paid Oul (Right Scato) 


Taxpayers can track progress on ail of Ihe financial stability programs and investments, as well 
as repayments, on Treasury's website Specifically, taxpayer can look at investments within 
two busmess days of closing in our TARP transaction reports at www.financialslabHHv-gov . In 
additior>. on November 16lh. Treasury will publish audit^ annual financial statements under 
Federal financial reporting standards that wMi provide detailed infonnation on Ihe value of the 
TARP portfolio 
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Program Updates ' : -r 

Dividends and Interest Received 

Meat of (tie TARP money has been used to maKe investments in pfeferred stock or loans. 
Treasury receives dividerul or interest payments on these Investments from the (nstitt/tlorts 
participating rn TARP programs. These payments are a return on Treasury's TARP investments. 

• In September. Treasury received $140.84 mitlion in dividends, interest and fees from 
TARP investments. 

• Treasury has received a total of $9.50 blliion in dividends, interest and fees through 
September 30. 2009. 

Figure 3 shows the allocation of dividends, interest and fees received since inception of TARP 
by program through September 30. 2009 

Figure 3: Dividends, interest and fees received by TARP Program through September 



Please see Appendix 1 for a description of the programs listed In the chart above. 

Dividend payments are a portion of a company's eamirtgs that are paid to equity investors. 
Most banks participating In the CPP pay Treasury a cumulative dtvidertd rate of 5 percent per 
year for the first five years and 9 percent per year thereafter. S-corporafton banks pay an 
interest rate of 7.7 percent per year for the first five years and 13.6 percent thereafter 
Preferred shares (or stock) are a form of ownership in a comparty Preferred shares are senior 
to common stock, but junior to debt. 

Treasury’s Dividends and Interest Reports for TARP programs are available at 
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Capital Purchase Program 

A major part of TARP is the Capital Purchase Program (CPP). 

Urxler (his program, Treasury invests in banks and other firtandal institutions to increase their 
capital. Banks use the CPP money in a number of ways, indudir^ shorirtg up capital, investing 
in assets, arid increasing tending Treasury continues to accept applications under the CPP 
from small banks. 

During September, Treasury made new invesfrnents in 14 banks totaling $140.81 million: 
Treasury received $104.83 million in dividends, interest and fees from CPP Investments, 
$403.94 milion in CPP repayments and $1.63 million from CPP warrant repurchases. 

Figure 4: CPP Snapshot through September 



Details on the Capital Purchase Program are available at 
httpV/www.ftnaociatetabititv.oov/roadtostabilitv/caDitalDurchaseDrQQram.html 

The CPP was available to banks of all sizes. The CPP remains open for investments in small 
banks, with terms aimed at encouraging participation by small community banks that are 
qualifred finandal institutions (QFIs) under CPP terms, with an ^plication deadline of 
November 21, 2009. 

Figure S and Figure 6 show the distribution of CPP funds by size of investment as of September 
30, 2009. These charts indude all 665 banks that have received funds, induding those that 
have repaid the investment The CPP investment amount is determined by the size of the bank. 
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Tho CPP Investments are no less than one percent and no greater than three percent (five 
percent for smalt hanks) of the recipient's risk-weighted ass^s 


Figure 6: Number of CPP banks by Investment amount through September 



Figure 6: Total CPP funds disbursed by investment amount through September 



Treasury receives dividend or interest payments on its CPP investments. Some of the banks 
that received investments urvler CPP have repaid Treasury, VlAien a bank repays, It is typicaily 
also required to pay any accrued and unpaid dividends or IniereeL Treasury continues to work 
with federal banking regutaiors to evaluate requests from CPP participants interested in 
repaying Treasury 


Treasury also recetves vrarrants in connection with most of its investments. When a pubHdy 
traded bank repays Treasury for a preferred stock investment, the bank has the right to 
repurchase K$ warrants. The warrants do not trade on any market and do not have observable 
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market prices if the bank wishes to repurchase its warrants, an mdependent valuation process 
is used to establish lair market value. If an inebiutlon chooses not to repurchase its warrants, 
Treasury is entitled to sell them. Treesuty Is currently developing an auction process to sail 
warrants Privately held banks that received CPP funds issu^ Treasury a virarrant for additional 
shares of pre^red stock, which Treasury immediaieiy e)^cised Arry proceeds from the 
repurchases of shares acquired from a warrant are included as cash revived from sales of 
warrants In the chart below. 

The chart below shows the amount of dividends. Interest and fees, repayments of printipai, and 
warrarrt proceeds under the CPP through September 2009: 

Rgure 7: Cash received through the CPP through September 
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In July 2009, Treasury exchanged a total of S2S UNion of its Fixed Rate Cumulative Perpetual 
Prefemd Stock. Series H (CPP Shares) for Series M Common Stock Equivalent (“Series M”) 
and a warrant to purchase shares of cpmrnon stock. On September 1 1 . 2009. Series M 
automellcalfy converted to commorr stock at a price per share of $3.2S and the associated 
warrant terminated on receipt of certain shareholder approvals. 


Bank Lending and Intermediation Surveys 

Capital Purchoso Program ~ Landing Survey Activity 

Each month, Treasury asks banks participating In the CPP to provide information about Iheir 
lending activities and publishes the results in two reports described below During the reporting 
penod. Treasury released three new Snapshots, covering the period extending from May 
through July 2009. and three monthly Lending Reports, covering the period from May through 
July 2009. These two reports are intended to help the public easily assess the lending arnl 
intermediabon activities of participating banks. 

Monthly Lending and Intemadiation Snapshots 

This monthly report gathers and provides data on the lending and other intermediabon activities 
for the 22 largest ftnancial institutions that received TARP Irwesfments undor the CPP. in 
September 2008, Treasury released the foUowIng Information on July lending: 
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• The overall outstanding loan balarvce (of all respondents) fell one percent from June to 
July at the top 22 participaryts in the Capital Purchase Program (C^P). due mainly to 
decreased demand from borrowers. payrT>ent of outatanOing debt, arid charge-offe by 
banks. 

• Total origirration of new loans at the 22 surveyed Institutions decreased ten percent from 
June to July, in July, the 22 sunreyed institutions originated approximately $262 billion in 
new loarts. Total originations of leaps by ail respondents rose in one category (other 
consumer lending products), fell in six loan cal^ories (moUgages, home equity lines of 
credit (HELOCs) commercial and industrial (C&l) i>ew commitments, and commercial 
real estate (CR^ renewals and new commitments), and were Rat in one category (C&l 
renewals). 

CPP Montttty Lending Report 


This rrronttily lending report provides data on consumer (ending, commercial lending, and total 
tending for all CPP participants. 


1 All CPP RKipients 

Date 

Number of 
Respor>dents 

Total Avoraga 
Consumer 
Loans 

Total Avsrage 
Commercial 
Loans 

Total Average 
Total Loane 

2/28/2009 

521 

$2,098,031 

$2,380,692 

$5,278,662 

3/31/2009 

553 

S2.885.646 

$2,353,047 

$5,239,745 

4/30/200G 

540 

$2,852,671 

$2,329,547 

$5,162,212 

«/3t/2009 

560 

$2,840,877 

$2,337,524 

$6,176,418 

6/30/2009 

569 

$2,811,850 

$2.429 520 

$5,241,370 






uUjU^bMVk.' ^ 

• 547 

42,7‘^;)7S: 

, - ..'$S,295;aaO, 


7/31/2009 
7/33/2'OCiO-. ■ 

5S2 

$2,789,506 

^,^.268 

$5,086,775 

(Ad/ylrtkiy 547 

Ct»f^0(Juhe'Mjosti^lDJiJfy 

Arihisiod} 

$2,^64.87{3' 

'$Z5S'1',>M . '*5, 026, UK 


Details on the Bank Lending Surveys are available at 
hup Snandaiaablitv oov/impacl/»uivev» him 

The Quarterfy Capita/ Purchase Program Report 

To undersland better how the CPP and other stabilization initiatives launched by the Federal 
Goverrtment may have affected financial tnstituhons and their activrties, an interagency group 
was convened to determine and conduct appropriato analyses. This Interagency group consists 
of representatrves from Treasury, the Federal Cteposlt Insurance Corporation, the Federal 
Reserve Board, the Olfice of the Comptroller of t)W Currency, and the Office of Thrrfl 
Supenrision. This interagency group has produced a sumrrvary of key statistics on londing. 
funding, and capital levels of institutions receiving TARP capital. The banks are grouped into 
CPP participants and nan*CPP participants for the analysis. 


9 






271 


Monthly 105(al Report 


Septeniber 2009 


Beginning, in October, Treasury will expandthe report In response to suggestions from 
SIGTARP for reporting, on use of funds. : 

Details on the Quarterly Capital Purchase Program R^orts are available at 
http://www.financialstabilitv.Qov/impact/CPPrePQrt.html 


Legacy Securities Public-Private Investhnent Program (S-PPIP) 

S'PPIP is designed, in part, to support market functioning and facilitate price discovery in the 
commercial and non-agency residential mortgage-backed seoirities markets, helping banks and 
other financial institutions re-deploy capital and extend new credit to households and 
businesses. Following the announcement by Treasury in July that nine firms had been pre- 
qualified to participate as fund managers, the initial S-PPIP fund (PPIF) closings occurred on 
September 30, 2009., Treasury committed a maximum of $1.11 billion of equity capital together 
with $2.22 billion of debt financing to each PPIF. In addition to the two S-PPIP closings that . 
took place on September 30, Treasury entered Into S-PPIP transactions with three more fund 
managers for additional commitments of $1.11 billion of equity capital and $2.22 billion of debt 
financing each on October 1 and 2, 2009. Treasury expects that the remaining initial closings 
for the other PPIFs will occur throughout Odober, and that total Treasury equity and debt 
investment in all PPIFs will equal to $30 billion.. 

Fund managers for the PPIFs have established relationships with small, minority-, and wOmen- 
owned businesses. Partner firms haveroles including: involvement in managing the investment 
portfolio and cash management services, raising capital from private investors, providing trading 
related-services, identifying investment opportunities, and providing investment and market 
research and other advisory services to the PPIFs. 

In recent months, financial market conditions have improved and the prices of legacy securities 
have appreciated. In addition, the resulte of the Supervisory Capital Assessment Program 
enabled banks to raise substantial amounts of capAal as a buffer against weaker than expected 
economic conditions. While these developments have enabled T reasury to proceed with the 
PPIP program at a scale smaller than initially envisioned, Treasury remains prepared to expand 
the amount of resources committed to PPIP should conditions deteriorate. 

Details on the Legacy Securities Public-Private Investment Program are available at 
httD://www.financiaistabi(itv.Qov/roadtostabilttv/publicprivatefund.htrni . 


Office of the Special Master 

On June 1 5, 2009, Treasury published the Interim Rnal Rule (the “Rule’’) on executive 
compensation, promulgated under the EKA as amended by the American Recovery and 
Reinvestment Act of 2009. The Rule conteins distinct requirements for recipients of TARP 
funding under certairi programs, including CPP participants and recipients of exccptidna! 
assistance. The exceptional assistance recipients currently include the following firms: 
American International Group, Inc,; Bank of America Corporation; Citigroup, Inc.; General 
Motors Company; GMAC, Inc.; Chrysler Financial Services Americas L.L.C; and Chrysler Group 
LLC. 
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The Rule requires that recipients of exceptional assistance submit proposals with respect to 
compensation structures for the senior executive officers and certain most highly-compensated 
employees (in each case, as defined in the Rule). These proposals must be submitted to the 
Office of the Special Master for TARP Executive Compensation, which was established by the 
Rule, The Special Master is responsible for the review of the proposed Compensation structure 
for each covered employee. The Office of the Special Master has established the following 
processes for the submission and review of information related to those proposals. 

In July 2009, the Office of the Special Master requested information from each of the 
exceptional assistance recipients with respect to proposed compensation structures for its 
senior executive officers and 20 next most highly-compensated employees. Each recipient 
provided submissions with respect to those employees to the Office of the Special Master on or 
before the August 14, 2009 deadline. Following a review of ffiose submissions and subsequent 
discussions with each recipient, on August-31 . 2009, the Special Master determined that the 
submissions were “substantially complete” for purposes of^e Rule. Under the Rule, the 
Special Master's initial determinations with respect to these employees must be issued no later 
than 60 days follov^ng the Special Master’s receipt of a substantially complete submission. 

In addition to establishing the Office of the Special Master, the Rule provided the Special Master 
with specific powers designed to ensure that executive pay at these firms is in line with long- 
term value creation and financial stability. These include: 

Review of Structures: For each exceptional assistance recipient, the Special Master is required 
to review and approve compensation strxictures for all executive officers and the 1 00 most 
highly compensated employees. 

Review of Payments: As described above, for recipients of exceptional assistance, the Speciai 
Master is required to review and approve compensation s^uctures, including payments made 
pursuant to those structures, for the senior executive officers and 20 next most highly paid 
employees. 

Interpretation: The Special Master has interpretive authority over the executive compensation 
provisions of EESA and the Interim Final Rule. Accordingly, the Special M^ter will make all 
determinations as to the application of those provisions to particular facts. 

Review of Prior Payments: The Special Master Is required to review any bonuses, retention 
awards, and other compensation paid to the five senior executive officers and 20 next most 
highly-compensated employees of each TARP recipient prior to February 1 7, 2009, to 
determine whether the payments were conlrary..to the public interest. If the payment is 
determined to be contrary’ to the public interest, the Special Master will be responsible for 
negotiating for reimbursements of such payments. 

All TARP recipients, including exceptional assistance recipients, are required to adopt a luxury 
expenditure policy consistent with the requirements of ttie Rule, provide the policy to Treasury 
and post the policy on their Internet website, in each case, wthin 90 days following publication 
of the Rule (or, if later, 90 days following the closing date of the agreement between the TARP 
recipient and Treasury). These policies are generally required to address expenses including 
entertainment or other events, office and facility renovations, and aviation or other transportation 
services. Office of Financial Stability compliance personnel are currently tracking and recording 
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poltcias that have been received by Treasury, and are in the process of reviewiing these luxury 
policies. 

Separately, the Rule requires that (he compensation committee, CEO. and CFO. of each TARP 
redpient provide certain oertifications to Treasury with respect to compliance with the Rule 
These certifications are due within 120 days of the completion of the TARP recipient's fiscal 
year Processes re^ardino certifications are currently beir>g developed by Treasury. 


Term Asset-Backed Securities Loan Facility 

Under Ihe Term Aaaet-Backed Securfttos Loan Facility (TALF). the Federal Reserve Bank of 
New York makes loans lo buyers of asset-backed securities in order to stimulate consumer and 
business lending by the issuers of those securities. Treasury uses TARP funds to provide credit 
support for the TALF The asset-backed securities (ABS) that are eligible for the TALF must be 
backed by new or recently originated auto loans, student loans, credit card loans, smalt 
business loans, or commercial mortgage loans that may be either newly originatsd or legacy 
loans. The markets for ABS are an important source of credit for consumers and busirwsses. 
These markets essentially slopped fun^lonlng during die financial crisis. The purpose of TALF 
is to help restart these markets and help consumers and businesses obtain credit. Since the 
launch of TALF in March 2009, issuance of ABS has increased, as shown by Figure 8 below. 

Figure 8: Total Consumer ABS Issuance through September 

teMiont Credit Card, Auto, £qulpcnent and SiMtem Loan Issuance 


30 



Souros Markets Room. U S. Treasury Oeparfmenf (09/30/09) 
Details on TALF are available at 

httD;r^vww.fina^K48tstabill^■QQv/^oadtQst■bl l1tv/lef^dit1Q^^ litml 
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F^ure 11: HAMP Trial Modifications (Cumulative, by Month) 



HAMP Trial Rans Extandad to Borrowars (CumulaUva. bv Month) 

767.»5S 



September 


dmirer Stmey dttB prmMed by eervicars 9io«t>MwreatalnckRlwOOECMri 
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Certification 

As Assistant Secretary for Financial Stability at tfie United States Department of Treasury, I am 
the official with delegated authority to approve purchases of troubled assets under the Troubled 
Assets Relief Program. I certify to the Congress that each decision by my office to approve 
purchases of:frpubled assets during this reportirtg period was based on the office’s evaluation of 
the facts arfd circumstances of each proposed investment, including recommendations 
from regulators 'in order to promote financial stability and the other purposes of the Emergency 
Economic Stabilization Act of 2008. 
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Capital Purchase Program 

What is the CPP7 

• Treasury created the Capita! Purchase Program (CPP) in October 2008 to stabilize the 
financiai system by providing capital to viable banks of all sizes throughout the nation. 
With a strengthened capital base, banks have an increased capacity to lend to U S. 
businesses and consumers and to support the U.S. economy. 

• Across the country, many banks are fundamentally sound, but hesitant to lend. During 
this unprecedented crisis, banks and financial institutions felt the strain of the troubled 
market conditions, which had suddenly and dramatically impaired their capital. The level 
of confidence between banks and other financial institutions was also low, so they were 
unwilling to lend to each other. 

• Restoring capital and confidence is essential to allovnng the financial system to work 
effectively and efficiently. 

How does the CPP work? 

• Through the CPP. Treasury makes investments in banks, increasing their capital and 
enabling them to continue lending to businesses and consumers and otherwise serving 
their customers. 

• Treasury purchases senior preferred shares and other interests from qualifying U.S.- 
controlled banks, savings associations. ar>d other financial institutions. Treasury also 
receives warrants to purchase common shares or other securities from the banks. 

• Banks use the CPP money in a number of ways, including shoring up capital, investing 
in assets, and increasing lending. 

• Banks participating in the CPP pay Treasury dividends on the preferred shares at a rate 
of five percent per year for the first five years following Treasury’s investment and at a 
rate of nine percent per year thereafter. S-corporatiwi banks pay an interest rate of 7.7 
percent per year for the first five years and 13.0 percent thereafter. Preferred shares (or 
stock) are a form of ownership in a company. 

• Banks may repay Treasury under the conditions established in the purchase agreements 
as amended by the American Recovery and Reinve^ment Act of 2009. Treasury also 
has the right to sell the securities. The repayment price is equal to what Treasury paid 
for the shares, plus any unpaid dividends or interest. 

• When a publicly-traded bank repays Treasury for the preferred stock investment, the 
bank has the right to repurchase Its warrants. The warrants do not trade on any market 
and do not have observable market prices. If the bank wishes to repurchase warrants, 
an independent valuation process is used to establish fair market value. If an institution 
chooses not to repurchase the warrants. Treasury is entitled to sell the warrants. 
Treasury is currently developing a process to auction these warrants. 
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Supervisory Capital Assessment Program (SCAP) and Capital 
Assistance Program (CAP) 

What are SCAP and CAP? 

« The Supervisory Caphal Assessment Program and Capital Assistance Program are 
important components of the Financial Stability Plan, to help ensure that banks have a 
sufficient capital cushion in a more adverse economic scenario. SCAP is a 
comprehensive capital assessment ©icercise for the largest 1 9 U S. bank holding 
companies and a complement to the CAP. The SCAP assessments, or “str^s tests," 
are the most comprehensive, forward-looking review of the largest U.S. banks. 

How does SCAP work? 


• Federal banking supervisors conducted forward-looking assessments to provide the 
transparency necessary for individuals and markets to judge the strength of the banking 
system. Results of the stress tests were released on May 7, 2009. 

• Some banks were required to take steps to improve the quality and/orthe quantity of 
their capital to give, them a larger cushion to support future lending even if the economy 
performs worse than expected. Banks have a rarige of options to raise capital In the 
private markets, including common equity offerings, asset sales and the conversion of 
other forms of capital Into common equity. If these options are not sufficient, they can 
request additional capital from the government through CAP. Financial Institutions must 
submit a detailed capital plan to supervisors, who vwll consult with Treasury on the 
development and evaluation of the plan. Any bank needing to augment Its capital buffer 
at the conclusion of the SCAP was required to develop a detailed capital plan by June 6, 
2009, and has until November 9, 2009 to implemeni that capital plan. 

How does CAP work? 

• In cases in which the SCAP indicated that an additional capital buffer was warranted, 
institutions have an opportunity to turn first to private sources of capital, but are also 
eligible to receive government capital via investment available immediately through the 
CAP. Eligible U.S. banks that did not participate in the SCAP may apply to their primary 
federal regulator to receive capital under the CAP. 

• Capital provided under CAP will be in the form of a preferred security that is convertible 
into common equity. CAP securities will carry a nine percent dividend yield. 


Targeted Investment Program and AIG Investment 

Pursuant to EESA, Treasury has provided additional assistance on a case^by-case basis in 
order to stabilize institutions that were considered systemicdly significant to prevent broader 
disruption of financial markets. Treasury has provided this assistance by purchasing preferred 
shares in the institutions. As part of those transactions Treasury has also received warrants to 
purchase common shares in the institutions. As of September 30. 2009, assistance under these 
programs had been provided to: 
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Targeted Investment Program (TIP) 

• Under the TIP, Treasury purchased $20 billion in preferred stock from Citigroup, Inc. and 
$20 billion in preferred stock from Bank of America Corporation. Both preferred stock 
agreements pay a dividend of eight percent per annum. These investments were in 
addition to CPP investments in these instttutions. As part of an exchange offer designed 
to strengthen Citigroup's capital, Treasury rec^tiy exchanged all its preferred shares in 
Citigroup for a combination of common shares and trust prefemed securities. The TIP 
preferred shares were exchanged for trust preferred securities, 

American International Group (AfG) 

• In November 2008, Treasury purchased $40 billion in preferred shares from AIG. In 
April 2009, It also created an equity capital fecility, under which AIG may draw up to 
$29.8 billion as needed in exchange for issuing additional preferred stock to Treasury. 

As of September 30, 2009, AIG has drawn $3.2 billion from the facility. The preferred 
stock pays a non-cumulative dividend of ten perc^t per year. 

• The Federal Reserve Bank of New York (FRBNY) also provided loans to AIG. In 
connection with such loans, the FRBNY received convertible preferred shares 
representing approximately 79.8% of the current voting power of the A!G common 
shares. These preferred shares were deposited in a trust, created by the FRBNY. The 
U.S. Treasury is the beneficiary of the trust. 

Asset Guarantee Program 

Under the AGP, Treasury supports the value of certain assets held by qualifying financial 
institutions, by helping them absorb unexpectedly large losses on certain assets. The program 
was designed for financial institutions whose failure could harm the financial system and has 
been used In conjunction with other forms of exceptional assistance. 

How does AGP work? 

• The poo] of covered assets is proposed by the financial institution in consultation with 
federal regulators and Treasury, and then Treasury applies certain credit tests and asset 
filters in order to determine the final pool of covered assets. 

• As compensation for its guarantee, Treasury collects a premium in the form of preferred 
stock, warrants, of other form approved by Treasury. 

• As required by EESA, an actuarial analysis is used to ensure that the expected value of 
the premium is no less that the expected value of the losses to TARP from the 
guarantee. The United States government also provides a set of asset management 
guidelines that the institution must follow with respect to the guaranteed pool. 
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Who Has Received Assistance Under AGP? 

Citigroup 

• Treasury has guaranteed up to $5 biliion ofpotential losses incurred on a $301 billion 
pool of loans, mortgage-backed securities, and other financial assets held by Citigroup. 

The Federal Reserve and the FDIC are also parties to this arrangement. In r 

consideration for the guarantee. Treasury received $4.03 billion in prefemed securities I 

that pay a dividend of eight percent per annum. Treasury also received a warrant to 
purchase approximately 66 million shares of common stock at a strike price of $10.61 
per share. 

• As part of the exchange offer noted earlier, Treasury recently exchanged preferred 
shares received under the AGP program for an equivalent amount of trust preferred 
securities paying interest at the same rate. 

■ Treasury does not become obligated to pay on its guaranty unless and until Citigroup 
has absorbed $39.5 billion of losses on the covered pool. Treasury would then cover 90 
percent of all losses on the covered pool, up to a maximum of $5 billion. 

i 

Bank of America i 

• In January 2009, Treasury, the Federal Reserve and the FDIC agreed to share potential | 

losses on a $118 billion pool of financial Instruments owned by Bank of America. 

consisting of securities backed by residential and commercial real estate loans and f 

corporate debt and derivative transactions that reference such securities, loans and | 

associated hedges. | 

• Bank of America agreed to absorb all eligible losses in the pool up to $10 billion. 

Treasury and the FDIC agreed to share eligible losses in the pool in excess of that 
amount, up to '$10 biliion, with Treasury's share capped at $7.5 billion. ' All further losses 
were to be shared ninety percent by the Federal Reserve and ten percent by Bank of 
America. 

• On September 21 , 2009, negotiations were terminated with Bank of America concerning 
the asset guarantee arrangement announced in January 2009. in conriection vwth that 
termination and in recognition of the benefits provided by entering into the term sheet for 
such arrangement, Bank of America paid the U.S. government $425 million. Planned 
TARP investments for the Asset Guarantee Program decreased from $1 2.5 billion to S5 
billion. 


Automotive Industry Financing Program 

What is theAlFP? 

• The Automotive Industry Financing Program (AIFP) was developed in December 2008 to 
prevent a significant disruption of the U.S. automotive industry, because the potential for 
such a disruption pi^ed a systemic risk to finandai market stability and would have had 
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a negativ© effect on the economy. AIFP kJans have helped to enable General Motors . 
and Chrysler to become more viable auto manufacturing companies. 

• In the related Auto Supplier Support Program (ASSP), T reasury provides loans to 
' ensure that auto suppliers receive compensation for their services and products, 

regardless of the condition of the auto companies that purchase their products. 

How does the AIFP work? 

• Treasury has provided approximately $76 billion in loans and equity investments to 
General Motors, GMAC, Chrysler, and Chrysler Financial. 

• Short-term funding was.initially provided to GM and Chrysler on the condition that they 
develop plans to achieve long-term viability. In cooperation with the Administration, GM 
and Chrysler eventually developed satisfactory viability plans and successfully 
conducted In bankruptcy proceedirrgs sales of their assets to new entities: Chrysler’s 
sale process was completed in 42 days and GM’s was completed in 40 days. Treasury 
provided additional assistance-during the respective periods. 

• The terms of the assistance impose a number of restrictions on the recipients. Among 
other things, they must adhere to rigorous executive compensation standards and other 
measures to protect the taxpayer’s Interests. Including limits on the institution's 
expenditures and other corporate govemaiKe requirements. 

See below to learn how AIFP has helped each participating company. 

Chrysler 

« On January 2, 2009, Treasury loaned $4 billion to Chrysler Holding to give it time to 
implement a viable restructuring plan. On March 30. the Administration determined that 
the business plan submitted by Chrysler failed to demonstrate viability and announced 
that in order for Chrysler to receive additional taxpayer funds, it needed to find a partner 
with whom it could establish a successful alliance. Chrysler made the determination that 
forming an alliance with Fiat was the best course of action for its stakeholders. 

• Treasury continued to support Chrysler as It formed an alliance with Fiat. In connection 
with Chrysler’s bankruptcy proceedings filed on April 30. 2009, Tre&sury provided an 
additional $1,9 billion under a debtor-in-possession financing agreement to assist 
Chrysler in an orderly restructuring. On June 10, 2009, pursuant to a court-approved 
order, substantially all of Chryslei^ assets were sold to the newly formed entity, Chrysler 
Group LLC (New Chrysler). Treasury committed to loan $6.6 billion to New Chrysler in 
working capital funding, and New Chrysler has drawn $4,6 billion of this amount. New 
Chrysler also assumed $500 million of Chrysler Holding’s initial loans from Treasury. 
When the sale to New Chrysler completed, Treasury acquired the rights to 9.9% of 
the common equity in New Chrysler. 

• The original loans to Chrysler Holding, less $500 million of debt that was assumed by 
New Chrysler, remain outstanding and are in default In July 2009, Chrysler Holding 
agreed to pay the greater of $1 .375 billion or 40% of the equity value of Chrysler 
Financial to Treasury should Chrysler Holding receive certain distributions from Chrysler 
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Financial and Treasury, agreed to certain forbearance with respect to Chrysler -Hoiding’s 
loans. 

• As of September 30, 2009, Treasury owned 9.9% of Ihe equity in New Chrysler, and was 
owed $5.1 billion of debt from New Chrysler. The original loans to Chrysler remain 
outstanding, but are reduced by $500 miliion-of debt that was assumed by New Chrysler. 
Current equity ownership in New Chrysler is as follows: the Chrysler Voluntary 
Employee Benefit Association (VEBA) (67.7%), Fiat (20%), Treasury (9.9%) and the 
Government of Canada (2.5%). 

Chrysler Financial 

• On January 16, 2009, Treasury announced that it would lend up to $1.5 billion to a 
special purpose vehicle (SPV) created by Chrysler Financial to enable the company to 
finance the purchase of Chrysler vehicles by consumers. To satisfy the EESA warrant 
requirement, the Chrysler Financial SPV issued additional notes entitling Treasury to an 
amount equal to five percent of the maximum loan amount. Twenty percent of those 
notes vested upon the closing of the transaction, and additional notes were to vest on 
each anniversary of the transaction closing date. The loan was fully drawn by April 9, 
2009. On July 14, 2009, Chrysler Financial fully repaid the loan, including the vested 
additional notes and interest. 

General Motors 

« On December 31 , 2005, Treasury agreed to make loans of $13.4 billion to General 
Motors Corporation to fund working capital. Under the loan agreement, GM was also 
required to implement a viable restructuring plan by March 30. The first plan GM 
submitted failed to establish a credible path to viability, and the deadline was extended 
to June 1. Treasury loaned an additional $6 billion to fund GM during this period. To 
achieve an orderly restructuring, GM filed bankruptcy proceedings on June 1, 2009. 
Treasury provided $30.1 billion under a debtor-in-possession financing agreement to 
assist GM through the restructuring period. The new entity. General Motors Company 
(New GM), began operating on July 10, 2009, following its purchase of most of the 
assets of the Old GM. 

• When the sale to New GM was completed on July .10, Treasury converted most of its 
loans to 60.8% of the common equity in the New GM and $2.1 billion in preferred stock. 
Treasury continues to hold loans in the amount of $7.1 billion. The New GM currently 
has the following ownership; Treasury. (60;6%), GM Voluntary Employee Benefit 
Association (VESA) (17.5%), the Canadian Governm^t (1 1.7%), and Old GM’s 
unsecured bondholders (10%). 


GMAC 

* On December 29, 2008, Treasury purchased $5 billion in senior preferred equity from 
GMAC LLC, and received an additional $250 millioh in preferred shares through 
warrants that Treasury exercised at closing. At the same time. Treasury also agreed to 
lend up to $1 billion of TARP funds to GM (one of GMAC's owners), to enable GM to 
purchase additional ownership interests in GMAC's rights offering. GM drew $884 
million under that commitment on January 16, 201^. On May 21 ,'2009, Treasury 
purchased $7.5 billion more of preferred shares from GMAC and received warrants that 
Treasury exercised at closing for an additional $375 million in preferred shares. 
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>■ On May 29, 2009, Treasury exercised its dption to exchange the $884 million loan it had 
made to GM in January 2009 for about 35% of the common membership interests in 
GMAC. As of September 30, 2009, Treasury owns $1 3. 1 billion in preferred shares in 
GMAC, through purchases and the exefcise of warrants, in addition to 35% of the 
common equity in GMAC. At the option of the Federal Reserve, it is possible that 
additional preferred shares could be converted in the fijture to permit GMAC to increase 
its tangible corhmon capital ratio; if all of such preferred shares were converted, 
Treasury would own up to a maximum of a 79.8% voting interest in GMAC. 


Consumer and Business Lending Initiative (TALF and Small Business) 

What is the Term Asset-Backed Securities Loan Facility (TALF)? 

• The Term Asset-Backed Securities Loan Facility (TALF) is a lending facility operated by 
the Federal Reserve Bank of New York. The FRBNY provides term non-recourse bans 
collateralized by AAA-rated asset-backed securities (ABS) backed by nevy or recently 
originated auto loans, student loans, credit card loans, small business loans, and 
commercial mortgage loans,' including legacy commercial mortgage loans. Treasury 
provides credit support for TALF as part of Treasury’s Consumer and Business Lending 
Initiative. 

How does the TALF work? 

• Once each month investors can request the FRBNY to make loans secured by eligible 
consumer. or small business ABS. Assuming that the borrower and the ABS It plans to 
pledge as collateral meet Federal Reserve requirements, the Investor will receive the 
requested funding. Most borrowers use the loan, together with their own funds, to 
purchase the ABS that serves as collateral for the TALF loans. 

• If the borrower does not repay the ban, the FRBNY will enforce its rights in the collateral 
and sell the collateral to a special purpose vehicle (SPV) established specifically for the 
purpose of purchasing and managing such assets. The SPV is funded, in part, by a $20 
billion subordinated loan commitmentlromTreasury; 

• The first TALF subscription took place on March 19, 2009 and there have been five 
subsequent monthly ABS subscriptions to date. A total of $53.8 billion of new TALF- 
efigible ABS has been brought to market. Of that amount, approximately 62% or $33.1 
billion was financed using TALF loans. 

• On August 17, 2009, Treasury and the FRBNY announced the extension of the TALF for 
newly-issued ABS and legacy commercial mortage backed securities (CMBS) through 
March 31, 2010. fn addition, TALF will make loans against newly issued CMBS through 
June 30, 201 0! there were no further additions to foe types of collateral eligible for the 

' TALF. 

What is the Small Business and Community Lending Initiative? 


Under the Small Business and Community Lending Initiative to ensure that credit flows 
to entrepreneurs and small business owners. Treasury is taking measures to 
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complement the Administration's actions to-help ^all businesses recover and grow, 
including several tax cuts under the American Recovery and Reinvestment Act of 2009 
and a temporary increase in the Small Business Administration (SBA) guarantee for 
certain types of loans. Treasury has announced a program to purchase in the 
secondary market securities that are backed by tfie SBA-guaranteed portions of loans 
originated under section 7(a) of the Small Business Act. . 


Legacy Securities Pubiic-Private investment Program 

What is the Legacy Securities Public-Private Investment Program (S-PPIP)? 

• The Legacy Securities Public-Private Investment Program is intended to address the 
problem of legacy real estate-reiated assets, support market functioning and facilitate 
price discovery In the market for mortage-back^ securities (UBS), allowing banks and 
other financial institutions to re-deploy capital and extend new credit to households and 
businesses. ; Both residential and commerdal MBS are pools of mortgages bundled 
together by financial institutions. Rights to receive a portion of the cash generated by 
the pools are sold as securities in the financial markets, in the same way a stock or bond 
would be sold in financial markets. The term “legacy assets” generally refers to loans, 
asset-backed securities and other types of assets ^at were originated or issued before 
the financial markets for these types of assets deteriorated significantly in 2008. 

• The Public-Private Investment Program was announced as part of the Financial Stability 
Plan, which also included a program for legacy loans, to be administered by the FDIC. 
That program is still under development 

How does the Legacy Securities PPIP work? 

• Treasury will partner with selected fund managers to purchase MBS under the S-PPIP. 

a Treasury provides equity as well as debt financing to special purpose entities to be 
formed by the managers. Treasury will provide one-half of the equity investment; the 
remainder must be raised by the fund manager from private sources. T reasury also will 
make a loan to each special purpose entity. "Bie loan will earn interest and must be 
repaid at the end of the life of the fund. - 

• Treasury’s maximum equity obligation to a PPIF would be $1.11 billion, and Treasury’s 
maximum debt financing obligation to a PPIF would be $2.22 billion. 

• The equity investment, together with warranto to be received by Treasury, ensures that if 
these PPIFs perform well, the U.S. treasury will benefit from the upside oMhe 
performance alongside private investors. 

• The S-PPIP is designed to help the finandal system recover by enabling institutions that 
hold mortgage-backed securities to sell them, ttiereby freeing up their capital for other 
purposes. 
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• T reasury carefully designed ihe S-PPIP terms to protect the Interests of taxpayers. 

Fund managers may not acquire assets from or sell assets to their affiliates or any other 
PPIF fund manager or private investor that has committed at least ten percent of the 
aggregate private capital raised by such fund manager. Fund managers must submit 
regular monthly reports about assets purchased, assets disposed, asset values, and 
profits and losses. Due to the possibility of actual or potential conflicts of interest 
inherent in any market-based investment program, fund managers also must agree to 
abide by ethical standards and conflicts of interest rules developed by T reasury. In 
developing these requirements. Treasury worked closely with, among others, the staff of 
the SIGTARP and the Federal Reserve. 

S-PPIP Fund Managers 

• Following a comprehensive two-month application, evaluation and selection process, 
during which Treasury, received over 100 unique applications to participate in the Legacy 
Securities PPIP, in July 2009, Treasury pre-qualified the following firms to participate as 
fund managers in the initial round of the prograrti; AlllanceBernstein, LP and its sub- 
advisors Greenfield Partners, LLC arnd Rialto Capital Management, LLC; Angelo, 

Gordon & Co., L.P. and GE Capital Real Estate; BlackRock, Inc.; Invesco Ltd.; Marathon 
Asset Management, L.P.; Oaktree Capital Management, L.P.; RLJ Western Asset 
Management, LP; The TCW Group, Inc.; Wellington Management Company, LLP. 

• In addition, these firms have committed to establishing partnerships with small, minority-, 
and women-owned businesses. 


Making Home Affordable 

What is the Home Affordable Modification Program? 

• The Home Affordable Modification Program (HAMP) is designed to give up to 3 to 4 
million homeowners an opportunity to reduce their monthly mortgage payments to more 

• affordable levels. HAMP includes both GSE and non-GSE mortgages. GSE stands for 
“government sponsored enterprise’ and in this report refers to Fannie Mae and Freddie 
Mac. 

• $50 billion of TARP funds will be used [wimarily to encourage the modification of non- 
GSE mortgages that financial institutions own and hold in their portfolios (whole loans) 
and mortgages held in private-label securitization frusts. 

How does the HAMP work? 

• Homeowners participating in HAMP work with HUD-certified housing counselors and 
mortgage servicers to have their monthly first lien mortgage payments adjusted to no 
more than 31 percent of monthly gross income. In other words, HAMP is designed to 
enable responsible homeownere to stay in their homes by reducing mortgage payments 
to an affordable level. 
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How Treasury Exercises Its Voting Rights 

The Obama Administration has stated that core principles will guide Treasury’s management of 
financial interests in private firms. One such principle is that the United States government will 
not interfere with or exert control over day-to-day company operations and. in the event the 
government obtains ownership interests, itvwll vote only on key governance issues. These core 
principles also include Treasury's commitment to seek to dispose of its ownership interests as 
soon as practicable. Treasury will fotbw these prindples in a manner consistent with the 
obligation to promote the liquidity and stability of the financial system. 

T reasury does not participate in the day-to-day management of any company in which it has an 
investment nor is any Treasury employee a director of any such company. Treasury's 
investments have generally been in the form of non-voting securities or loans. For example, the 
preferred shares that Treasury holds in financial institutions under the Capital Purchase 
Program do not have voting rights except in certain limited circumstances, such as amendments 
to the charter of the company, or in the event dividends are not paid for several quarters, in 
which case Treasury has the right to elect two directors to the board. 

Treasury holds common stock in a few companies, including the new General Motors, the new 
Chrysler, and Citigroup. In those cases, Treasury has announced that it will follow the following 
principles in exercising its voting rights: 

Governance Principles for Citigroup 

1) Treasury will exercise its rlghtto vole only on certain matters consisting of; 

• The election or removal of directors 

< Certain major corporate transactions such as mergers, sales of substantially all 
assets, and dissolution 

• Issuances of equity securities where shareholders are entitled to vote 

• Amendments to the charter or bylaws. 

2) On ali other matters, Treasury will vote its shares In the same proportion (for, against or 
abstain) as all other shares of the company's stock are voted. 

These principles are set forth in an agreement between Treasury and Citigroup. 

Governance Principles for GM 

Before GM’s expected initial public offering (IPO), Treasury will vote its shares as it determines, 
provided that it will vote in tevor of directors nominated by the GM Voluntary Employee Benefit 
Association (VESA) or the governmerrt of Canada, each of which is also a shareholder. After 
the IPO, the following voting principles will apply: 

1 ) T reasury wili exercise its right to vote only on certain matters consisting of: 

• The removal of directors 

• The election of directors, provided that Treasury will vote in favor of individuals 
nominated through a certain pre-designated ptt)oess, and individuals nominated by 
VEBA 
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• Certain major corporate ^ansactions such as\mergers, sales of substantially ail 
assets, and dissolution 

• - Amendments to the charter or bylaws 

• Matters in which Treasury’svote-is necessary for the stockholders to take action, in 
which case the shares will be voted in the same proportion (for, against or abstain) 
as all other shares of the company’sstock are voted. 

2) On all other matters, Treasury will not vote its shares. 

These principles are set forth in the GM Stockholders Agreement. 

Governance of AIG 

In the case of AIG, the U S. Treasury is the beneficiary of a ti-ust created by the Federal 
Reserve Bank of New York (FRBNY). That trust owns shares having 79.8% of the voting rights 
of the common stock. The FRBNY has appointed thr^ independent trustees who have the 
power to vote the stock and dispose of the stock with prior approval of FRBNY and after 
consultation with Treasury. The trust agreement provides that the trustees cannot be 
employees of Treasury or the FRBNY. The trust existe for tee benefit of the U.S. Treasury, and 
the Department of the Treasury does not control the trust and it cannot direct the trustees. 
Treasury owns preferred stock which does not have voting rights except in certain limited 
circumstances (such as amendments to the charter) or in the event dividends are not paid for 
four quarters, in which case Treasury has tee righltoelect.lhreedlrectors to the board. 
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Appendix 2 - Financial Statement 

Attached as Appendix 2 is the financial statement required under Sections 1 05(a)(2) and (3) of 
EESA for the period ending September 30, 2009. 
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Troubled Asset Relief Program 
Insurance Contracts [Secdon 105^a)(3)(B)] 
For Period Ending September 30, 2009 


Name 


Amount 


Citigroup $5,0^,000,000 

The subsidy rate (or this insurance contract is determined 
to be -0.25 percent. Per EESA section 102(c)(3), 
premiums shell be set at a level necessary to meet 
anticipated claims. To ensure that the guarartlee remains 
compliant with section 102(c)(3), the Master Agreement 
provides for past-signir>g adjustments induding additional 
Citigroup preferred stock, a reduction of the covered asset 
pooi, and/or an increased Citigroup deductible (section 5.2 
of the Master Agreement). Under (his section of the 
agreement, the subsidy rate will be reassessed once the 
loan pools are finalized and details are provided to 
Treasury (minor changes in the composition of assds are 
expected). Citigroup must either transfer more preferred 
stock or absorb more in first losses (N is unlikely the size 
of the asset pool would be reduced), if it is found that the 
risks of the assets in the loan pool exceed those estlmaled 
today and would not meet the requirements of EESA 
section 102(c)(3). This "true-up" would occur ever the 
next 2 months. 
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U.S. Treasury D^artmeht 
Office of Financial Stability 

Troubled Asset Relief Program 

Projected Costs and Liabilities [Section 1 D5(a)|3}(E)] 

For Period Ending September 30, 2009 


Type of Expense/Liability Amount 


None 


Note: Treasury interprets this reporting requirement as 
applicable to coste and iiabilitiee related to insurance contracts 
entered into underthe provisions of section 102 of the EESA; 
and the single insurance contract with Citigroup is structured 
such that no costs are anKcipated. i.e. the currently anticipated 
cash inflows of the contract slightly exceed anticipated cash 
outflows. 
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U.S. Treasury Department 
Office of Financial Stability ' 

Troubled Asset Relief Program : 

Programmatic Operating Expenses [Section 1 Q5(a)(3)(F)] 

For Period Endir>g September 30, 2009 - 


Type of Expense 


Compensation for financial 
agents and legal firms 


$115,607,203 
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U.S. Treasury Ddpartitidnt 
Office of Finartcial Stability 

Troubled Asset Relief Program 

Description of Vehicles Established [Section 105(a)(3)(H)] 

For Period Ending September 30, 2009 


Date Vehide Description 


None 
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Standard for Applying Resolution Authority 

In combination, Sections 1 203 (b) and 1203(d) forth the standard for applying the enhanced 
resolution authority process. 

Section 1203 (b) 

(b) Determination bv the Secretary. — No^\ithstaiiding any other provision of 
Federal law or the law of any State, i^ upon the written recommendation of the Federal Reserve 
Board and the board of directors or commission of the Appropriate Federal Regulatory Agency 
as provided for in subsection (a)(1), Ihc Secretary (in consultation with the President) determines 
that — 

(1) the bank holding company is in default or is in danger of default; 

(2) the failure of the bank holding company arid its resolution under otherwise 
applicable Federal or State law would have serious adverse effects on financial stability 
or economic conditions in the United States; and 

(3) any action or assistance under section 1204 would avoid or mitigate such 
adverse effects, taking into consideration the effectiveness of action or assistance in 
mitigating potential adverse efi'ects on the linancial system or economic conditions, the 
cost to the general fund of the Ti'easury, and the potential to increase moral hazard on the 
part of creditors, counterparties, and shareholders in the bank holding company, 

the Secretary may take action under section 1 204(b) and the Corporation may take one or more 
actions specified in section 1204. 

Section 1203 (d) 

(d) Default or in Danger of Default. — For purposes of subsection (b), a bank 
holding company shall be considered to be in default or in danger of defatdt if any of the 
following conditions exist, as determined in accordance with tliat subsection: 

I 
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(1 ) a case has been, or likely will promptly be, commenced with, respect to the 
bank holding company under title 1 1. United States Code; 

(2) the bonk holding company is critically undercapitalized, as such term has been 
or may be defined by the Federal Reserve Board; 

(3) the hank holding company has incurred, or is likely to incur, losses that v,dll 
deplete all or substantially all of its capital, and there is no reasonable prospect for the 
company to avoid such depletion without assistance under section 1204; 

(4) the bank holding company's assets are, or are likely to be, less than its 
obligations to creditors and others; or 

(5) the bank holding company is, or is likely to be, unable to pay its obligations (other than those 
subject to a bona fide dispute) in the normal course of business. 
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Material submitted by Christopher Sagers, 
Cleveland-Marshall College of Law 



Cleveland State University 

Cleveland-Marshall College of Law 
2121 Euclid Avenue 
Cleveland, Ohio 441 1 5 
(216) 687-2344 


SUPPLEMENTAL STATEMENT OF CHRISTOPHER L. SAGERS 
Associate Professor of Law, Cleveland State University 

Before the 

SUBCOMMITTEE ON COMMERCIAL AND ADMINISTRATIVE LAW 

of the 

COMMITTEE ON THE JUDICIARY, 

UNITED STATES HOUSE OF REPRESENTATIVES 

Concerning 

“TOO BIG TO FAIL; THE ROLE OF ANTITRUST AND BANKRUPTCY LAW 
IN CRAFTING A SOLUTION” 

November 2, 2009 

At Subcommittee counsel’s request, this statement supplements my written testimony 
of October 22, 2009, and specifically addresses a question raised at the hearing of that 
date * The question was whether the bill at issue, the Administration’s proposed 
Resolution Authority for Large, Interconnected Financial Companies Act of 2009 
(“Resolution Bill”), would modify existing antitrust law. The answer is, unequivocally, 
yes. The Resolution Bill would modify existing antitrust law, and it would do so in a 
way that is potentially breathtaking. 


^ To reiterate, T do not represent any parly* with any' interest in this matter. T have received no 
compensation in connection with my testimony and I appeared at the October 22 hearing at my own 
expense. The views expressed are my own. 
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Specifically, the bill would make two changes: 

(1) Where the company put into federal conservator/receivership owns 
both bank and non-bank assets — as will usually be the case — sales of 
its non-bank assets would be forced into a super-fast period of review 
with the benefit of only very limited information (whereas under 
current law those sales would be subject to the familiar Hart-Scott- 
Rodino (HSR) process); and 

(2) Where particular exigencies are found to exist, those transactions 
could be exempted from any antitrust review whatsoever. 

At the hearing. Administration witnesses^ were asked whether there would be any 
modification. T believe they answered in perfectly good faith, ^ but their replies were in 
one major respect legally incorrect, and, overall, seriously misleading. In both their 
written and in-person testimony, both witnesses implied that the Resolution Bill would 
simply preserve “existing bank failure law” in most respects. In effect, they said that the 
special, idiosyncratic regime of bank merger review that currently exists would just be 
extended a bit to cover resolution of failing bank holding companies, which might happen 
to own some non-bank assets.'* 


■ Michael S. Bair, Assistant Secretary of tlie Treasurt- for Financial Institutions, and Michael 
KriTiiminger, Special Advisor for Policy' of the Fedeml Deposit Insumnce Coiporation. 

^ Neither Secretary Barr nor Mr. Krinmunger purported to be an antitrust specialist, and, in their 
defense, the law in this respect is extremely complex. 

^ In reply to questions, both witnesses said dial the Resolution Bill would not modify the antitrust 
review regime tliat currently applies in ' bank failure” situations, though tliey apparently acknowledged that 
the bill would extend it to transactions to wliich it docs not cunentN apply. See Hearing Transcript at 
2:38:00 (testimony of Michael S. Barr) ('Tn our judgment the proposal mirrors the proceedings tliat are 
used with respect to bank failure law. So in tlie e\'ent of the need for merger and acquisition there's a 
process for appropriate Dcparlnicnl of Justice review. As under existing bank failure law there arc 
emergency exceptions .... Those w'ould apply also in this case .... In our judgment . . . they are the same 
as currently provided under bank failure law. Wc’rc extending the exact type of regime that exists today 
with respect to antitrust review' to tliis narrow context and in our judgment that's appropriate.”); Hearing 
Transcript at 2:39:12 (testimony of Micliaei Kriimiiinger) ("‘With regard to antitrust protections . . . there 
typically is a rcquiTcmcnt to go tluougli Dcpailmcnt of Justice icvicw on bank failures, but tlicrc can be 
exceptions .... In a systemic contexi tliere can be cases in wliich there is an override of the 
anticompetitive consequences.”). 

The witnesses' wrillen statements did not specifically address aiUilrusl, a fad perhaps reflecting the 
Administration’s lack of concern for competition issues in this overall reform effort. But in both statements 
they implied that tlic Resolution Bill would simply follow (with some possible, unspecified modifications) 
existing law. See Statement of Michael S. Barr, at 4 (Oct. 22, 2009) (not specifically addressing antitnist. 
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This is incorrect. On the one hand, it is true that the Resolution Bill in many cases 
merely incorporates existing bank merger law, which in many respects is idiosyncratic 
and under emergency conditions can be made to go rather fast.' However, the bill would 
exempt transfers of non-hank financial entities from the ordinary HSR process that 
currently governs them, and subject them to a new, hybrid HSR process would be very 
fast and very limited. The bill would do this notwithstanding that the transfers at stake 
might involve some of the largest mergers of financial institutions in U.S. history. 

While this end result can be generalized simply enough, the legal details driving it 
turn out to be exceedingly complex. For the sake of clarity 1 explain every bit of the 
complexity in the footnotes. It is complex in part because the “BHCs” to which the bill’s 
resolution authority would apply would include so-called “financial holding companies” 
(FHCs), which can own both bank and non-bank financial entities.^ It is also complex 


but noting that the overall resolution process would simply follow “the approach long taken for bank 
railuTcs.”); Statcmcnl of Michael Krimniingcr, al 2 (Ocl. 22, 2009) (noting only that “our antitrust and 
bankruptcy law's will continue to play a key role in ensuring robust competition in our free econoiny’”). 

^ That law differs from the more familiar HSR review in foui main respects. First, bank mergers are 
one of only four situations in U.S. law in which tlie antitrust agencies sliare their merger review duties with 
an iiidustiy specific regulator. (The other three are milroad mergers, ceitain electneity mergei’s, and 
telecommunications.) See ANTITRUST MoDERKiZATTON COMMISSION, Report and Recommendations 
363-64 (2007) I’hereinafler “AMC REPORT'']. Second, bank merger law is virUiallv unique iu llial an 
otherwise anticompetitive merger can be approved if it is found to be in the “public interest.'' Next, if DOJ 
decides lo fonnally challenge a bank merger, il musi file a lawusil within 30 days of receipt of the parlies’ 
application. Its lawsuit during tliat period forces an absolute and automatic stay on the proposed 
tiansaction for die pendency of htigatioiL but if DOJ fails to sue witliin 30 days, tlicn neither DOJ nor any 
other part>' can ever cliallenge the merger itself on antitnist grounds. Finally, bank merger law allows the 
lesponsible bank legulator to determine tliat one of the banks might imminently fail, in which case the 
regulator can speed the process up, or, in some cases, do away with anlilrusl review entirely. See general}}' 
Section of Antitrust Law, Am. Bar Ass'n. B.wkMergers .and Acqliisitions Handbook 5-33 (2006) 
[licrcinaflcr “ABA Bank Merger Handuckik"). 

Nominally, the resolution authoriU’ under the Administration bill applies only to “bank holding 
companies." However, that term is defined to include “financial holding companies" (FHCs) witliin the 
iiicaiuiig of the Bank Holding Compaiw Act, 12 U.S.C. g§ 1841-50. The FHC iiitmii was a creadon of die 
Gramni-Leacli-Bliley Act of 1999. Pub. L. 106-102, 113 Stat. 1338 (Nov. 12, 1999), now codified at 
scattered provisions of U.S. Code (GLB). Piior to GLB, no bank or BHC was permitted to own any non- 
banking asset except those engaged in a handful of aclivilies specified bv the Federal Reserve Board (FRB) 
as “closelv related to banking," like trust services, data processing, or the operation of an ATM network. 
See 12 U.S.C. § 1843(c)(8); 12 C.F.R. § 225.28(b). But following GLB, an FHC can own both banking 
entities and non-bank affiliates, wliich can engage in a whole series of financial activities, like insurance. 
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because knowing when HSR applies and when it does not — especially in the banking 
context — is extremely thorny/ But the bottom line remains that under this bill, transfers 


secLirilies undervvriling. and merclianl banking. To qualify as an FHC, a linn must lirsl be approved by Ihe 
FRB as a BHC, and then file a declaration of intent to act as an FHC with the FRB. FHCs must maintain 
ccrlain minimum capilalizalion and managerial standards to retain their FHC status, but there is no 
requirement they first receive FRB approval. See 12 U.S.C. 1843(/)(1). Tliat last fact is relevant to the 
aiititnist treatment of mergers and acquisitions invohai^ FHC^. See infra note 7. 

Witli one Umited exception, no other business in the United States may own both banking and non- 
banldng businesses. The exception is tliat national banks ina\' own operating subsidiaiies that engage in a 
more limited schedule of the same non-banking financial activities open to FHCs. See Carl Fllslni'LLD, 
B.wking Regulation IN THE United States 106.9- 106.15 (2004). 

The best simple summary that can be given is that, again, most bank mergers and acquisitions are 
c.xcmpl from HSR, see 15 U.S.C. § 18a(c)(7), but most transfers of non-banking financial institutions arc 
subject to HSR, regardless of whether the acquiror or seller Itappens to be a bank or BHC. 

But to be clear, a conseivator/reeeiver attempting to resolve a failing BHC could cause any of a 
complicated set of different transactions tliat might in one way or another trigger an HSR filing. Where a 
resolution involves transfer of an entire FHC to one buyer, tlie DOJ or FTC would review the iion-bauking 
parts of (he Iransaclion imdcr (he normal HSR process. See 16 C.F.R. § 802.6(b) (rule of the FTC’s 
Premerger Notification Office providing tliat in all ‘mixed ' transactions involving some assets exempt 
from HSR and some not, the non-c.\cmpl portions will be reviewed under Ihc normal HSR process); 
Premerger Not Off., FTC, Foniiai Interpretation 17, 65 Fed. Reg. 17,880 (Apr. 5, 2000) (clari^ung tliat 
tills rule w’ould apply to mixed acquisitions by FHCs). In other cases, the failing FHC will be broken up 
and sold to different buyers. The banking pieces of the FHC w'ould liavc to be sold to entities legally 
peniiitted to own banks: most such transfers would be exempt from HSR and would be reviewed under tlie 
existing bank merger review process (tliough not all of them, because occasionally acquisitions of bank 
slock or assets are subject lo HSR; see below). Tlie non-banking pieces could be bought by all different 
sorts of buyers, and the merger review rules that would apply will depend on who the buyer is. The 
possibihlics arc: 

(1) Any transfer of a non-banking asset to any buyer tliat is not itself a bank or a BHC would 
trigger HSR. For example, an FHC that owns securities underwriting business might sell it to 
a competing finit tliat is not itself owned by an FHC. Under current law, such a transfer 
would be simply a garden variety HSR transaction. 

(2) The situation is more complex where the acquiror is either a bank or another FHC. (Strictly 
speaking, the only bank tliat could purchase non-banking assets would be a national bank llial 
makes the purchase through a subsidiarv. See supra note 6.) Sometimes HSR applies to such 
acquisitions and sometimes il docs not, as follows: 

(a) Under current law', if the acquiring entity is an FHC, then its acquisition of non-bank 
entities is fully subject to HSR. See 12 U.S.C. § 1843(k)(6) (providing tliat an FHC may 
commence non-banking “financiaf activities without prior FRB approval): 15 U.S.C. § 
18a(c)(8) (providing the HSR applies to FHC acquisitions of non-banking financial 
cntilics tliat arc exempted from FRB prior approval). 

(b) However, if an FHC, a BHC that is not permitted to act as an FHC, or a national bank 
acquires a non-banking entity, and tliat acquired entity engages in activilics “closely 
related to banking or managing or controlling banks” as defined in Federal Reserv'e 
Board regulations, then the acquiror may elect either to make an HSR filing or apply for 
FRB approval. See 12 U.S.C. § lS43(c)(8); 12 C.F.R. g 225.2S(b). “Closely related” 
activities include such things as trust services, data processing, and ATM network 
operation. 

(3) Finally, there will be cases in which transfers of banking assets will be subject lo HSR review. 
Bank acquisitions are exempt from HSR only where they are subject to pre-merger review bv 
a banking regulator. See 15 U.S.C. § 18a(c)(7), (c)(8). But they arc reviewed by banking 
regulators only where the acquisition of control is itself large enough to trigger the bank 
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of very big financial companies would be subjected only to a hybrid HSR process so fast 

and so constrained as to constitute no meaningful antitrust review at all. 

The Act reaches this result in two identical provisions. They first provide the 

following as to any transfers made by a federal conservator/receiver under the Act: 

If a filing is required under the Hart-Scott-Rodino Antitrust Improvements 
Act of 1976 with the Department of Justice or the Federal Trade 
Commission, the waiting period shall expire not later than the 30th day 
following such filing notwithstanding any other provision of Federal law 
or any attempt by any Federal agency to extend such waiting period, and 
no further request for information by any Federal agency shall be 
permitted. 

Resolution Bill at § 1209(a)(l)(G)(ii)(l); § 1209(hX10)(A). Both of the identical 

provisions then continue with the following, separate rule: 

If the Secretary, in consultation with the Chairman of the Federal Reserve 
Board, has found that the [conservator/receiver] must act immediately to 
prevent the probable failure of the covered bank holding company 
involved, the approvals and filings [that would otherwise be required 
under the Resolution Bill] . . . shall not be required and the transaction 
may be consummated immediately by the [conservator/receiver]. 

Id. at § 1209(a)(l)(G)(ii)(ll); § 1209(h)(10)(B). 

This is a big change. Under HSR, both parties to an acquisition must make an initial 

application on the agencies’ “Form HSR-1.” The application gives the agencies a chance 

to decide whether the transaction would violate § 7 of the Clayton Act.* It therefore 


merger rev iew slalutes. Il is possible dial an acquiror could acquire a sliarc in Ihe voling slock 
of a banking entity that is too small to trigger bank merger review but large enough to trigger 
HSR review. For example, a BHC may acquire up lo 5% of the voting stock of a bank 
without FRB approval. See 12 U.S.C. § 1842. But if value of the stock is S50 million or 
more (as it w ould be if the target bank's total voting securitites are wortli more than $ 1 bilion) 
and tlic BHC lias total assets or animal net sales of niorc tlian $10 million (as seems hkcly), 
tlien the transaction is reportable under HSR. See Stephen M. Axinn et al.. Acquisitions 
Under the H,\rt-Scott-Rodino Antitrust Improvt,mf,nts Act § 6.()6[3J[fJ (2006). 

See generally Axinn ei al., supra, al § 6.06[31[gl; ABA Bank Mercer Handbook, supra note 5. al 8-9, 
Section 7 of the Clayton Act 1 5 U.S.C. § 1 8, provides that an acquisition bv one person of the assets 
or voting securities of another is illegal if il would ‘‘substantially lessen competition, or lend lo create a 
monopoly.’' 
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requires detailed discussion of the parties’ markets, their market shares, and their 
competitors. So long as the agencies deem the filing complete, it triggers a statutory 
waiting period under which the parties may not consummate their transaction earlier than 
30 calendar days after the filing is received. 

As a practical matter, the agencies approve the vast majority of transactions before 
them during this initial 30-day waiting period. However, where they believe that a 
transaction may pose substantial competitive risks, they routinely take a few months and 
occasionally as much as a year or more to consider them. They also enjoy the benefit of 
interviews, depositions, interrogatories, and document production requests, all of which 
they may direct to the parties or to third persons. They enforce those disclosure requests 
through what are in effect very powerful civil discovery tools.’ 

All of this remains true, incidentally, even of transactions involving firms that are in 
financial distress or even in bankruptcy. HSR still applies in these cases, without any 
meaningful differences. Bankruptcy law makes only a small timing modification in some 


^ See generally A.\1NN liT AL., supra note 7, al g§ 7.04 - 7.05. 

By 1994 amendments, the bankruptcy code provides that where a bankruptcy trustee causes a 
transfer of assets tliat would trigger an HSR filing, the tnistcc must innkc tlic filing, but tliat the initial 
waiting period and other procedures operate as if the transfer were a “cash tender offer.'’ The HSR causes 
l eview of cash tender offer s to proceed more quickly tlian leview of other transactions, but otherwise works 
in Ihe ordinary way. The cash lender offer mlcs arc in no way hkc the supcr-fasl, conslraincd review under 
the Administration's resolution authoritv' bill. See 11 U.S.C. § 363(b)(2); see generally AxiNN ET AL., 
supra nolc 7, al g 7.03[3J[aJ[iiiJ. In fad, a purpose of Ihc 1994 amcndmcnls was to make clear Ihal Ihc 
agencies retain their power to make second requests even where tlie seller is a trustee in bankruptcy. See 
/J. at§7.04[3]. 

Tire fact tliat the finn in rcccivcrsliip is “foiling’' is of antitnist signifLcancc only in tliat, were an 
acquisition of that failing entity clialleiiged under Cla\4on Act § 7, the merging parties might be able to 
raise the so-called “failing finn" defense. On HSR review^ the agencies will consider whether a failing 
finn defense could be raised successfully if an agency were to challenge a transaction under § 7. A 
persuasive foiling firm argument might cause the agencies to terminate an HSR review more quickly than 
Ihcy otherwise would, but the availabrlily of the defense docs not otherwise alter tlic HSR process. See 
U.S. Dep'tof Just. &FTC, Horizontal Merger Guidelines § 5 (1997). 
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But under the Resolution Bill, this would all be quite different. The agencies would 
have 30 (presumably calendar) days to make their judgment, period. They must make 
that judgment solely on the basis of the information initially given on Form FlSR-1, and 
there is a serious possibility under the bill as written that that might amount to only 
whatever infomiaion the conservator/receiver decides is enough." The transactions at 
issue are certain to be complex, because by definition the firms at stake will be 
systemically significant and are likely to hold massive assets throughout the entire world. 
Moreover, the risk of getting the analysis wrong is significant. The assets to be sold will 
be large and the buyer will ordinarily be a very large competitor (or else it would lack the 
resources to buy all or part of a systemically significant financial holding company) that 
might be well positioned to use them to anticompetitive ends.’^ Bear in mind that the 
two federal agencies that perform HSR review are already responsible for oversight of 
every other significant merger and acquisition in the entire IJ.S. economy. It is hard to 
imagine how they could provide any meaningful check on anticompetitive transfers under 
these circumstances. 

* * * 

For the sake of clarity, I think I should reiterate that the Resolution Bill’s antitrust 
approach is a bad one not just because of this change in the HSR process. The entire 


” A possibty serious issue of interpretation under tlie Act is whetlier the agencies could liave any say at 
all in how much infonnalion musl be included wilh Ihc HSR-1 filing. Under currcnl law, the agencies can 
deem an initial filing incomplete and demand a revised filing, in which case the statutory' time period does 
not begin until the subsequent filing is made. 16 C.F.R. § 803. 10(c)(2). But tlie Act provides tliat once the 
fihng is made (wliich presumabh' would be made on Fonu HSR-1), the waiting period “sliall expire not 
later than the 30th day following such filing,” and tliat once the filing is made, ''no furtlier request for 
information . . . shall be peniiitted.” This might indicate tliat no matter wliat infonuation is included, the 
agencies would have no recourse to deem tire filing incomplete. 

As Mr. Krimminger made clear, the conserv'ator/receiver would be obliged in making any transfer to 
find the highest bidder for the assets in qucsIioiL Bui much of the time the highest bidder wiU be the firm 
tliat can use the assets to their most anticompetitive and tlierefore most profitable end. 
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approach is problematic, because it incorporates a system of bank merger review that is 
itself fraught with failures and weaknesses. As I mentioned in my earlier statement, the 
fact that that idiosyncratic system even continues is an anomaly whose e.Kplanation seems 
increasingly strained,'^ and the system has been the subject of sustained criticism.''^ 
Among other things, the pennissiveness of this system, which has never taken systemic 
risk as a serious component of analysis, must be held partly to blame for the rise of so 
many TBTF firms in the first place. 

« * * 

Having laid out all that regulatory detail, let us consider a practical example. The 
company that is now Citigroup has been the beneficiary of four different, ad hoc 
government bailouts since the Great Depression. Assuming that it can regain stability 
following the current rescue, it will remain an immense entity. Though it has shed some 
of the assets that as of 1998 made it the largest financial firm in world history — most 
importantly the Travelers insurance company, which it spun off in 2002 — and though it 


To be clear, the cunent sj'stem was not created as an exception to HSR after HSR had already been 
put in place. It came into being long before Congress adopted HSR in 1 976. It persists as an idiosyncmtic 
e.xceplion to HSR review, but the policy jiislificaliou for this special Irealmenl lias changed over the years 
and seems increasingly strained. As initially conceived, the system was designed to impose more 
compclilivc discipline on bank mergers lhan was IhoiighI lo be available under Ihc law as il existed at the 
time (the 1950s). Now, after the adoption of HSR, it lias come to impose considerably less discipline tliaii 
tlie law imposes on mergers in almost any otlici indiistry- If tlieic is aiw clear contempoiaiy' justification 
for tliis more lax treatment, it is only the traditional “destructive competition” concern, manifesting itself as 
a desire to protect the deposit insuiance system. See Bernard Shull, The Origins of Anlifrusi in Banking: 
An Historical Perspective, 41 ANlTlRCSr Bull. 255 (1996).La\vrcncc J. While, Banking, Mergers, and 
Antitrust: Historical Perspectives, and the Research Tasks Ahead, 41 ANTITRUST BULL. 323 (1996). 

^ ' See Peter C. Carslcnsen, A Time to Return to Competition Goals in Banking Policy and Antitrust 
Enforcement: A Memorandum to the Antitrust Division. 41 ANTITRUST BULL. 489 (1996); Peter C. 
CarstenseiL Restricting the Power to Promote Competition in Banking: A Foolish Consistency Among the 
CircuHs, 1983 DliU: L. J. 580; Panel Discussion I: The Development of Bank Merger Law, Symposium: 
The Antitrust Aspects of Bank Mergers, 13 FORDHAM J. CORP. & FiN. L. 511, 512 (2008) (comments of 
Professor Carl Felsenfeld, Fordham Law School); Margaret E. Guenu-Calveit, Current Merger Policy: 
Banking and ATM Network Mergers, 41 Antitrust Bull. 289 (1996); See generally AMC Report, supra 
note 5 , at 363-64 (criticizing all statutorv' limits on merger review in regulated industries, calling for full 
applicalion of Clayton Acl § 7 and the HSR lo all such mergers, and calling for full compclilion review 
authority as to such mergers to be returned to the antitrust enforcement agencies). 
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intends to sell more, Citigroup retains about 200 million business and consumer 
customers in more than 140 countries. Along with its core banking business, the 
company apparently intends to retain a large investment banking operation, a global 
private banking/wealth management operation, and significant businesses in hedge funds, 
private equity, and other investment vehicles. Also, though it apparently intends to sell 
them, for the time being it retains the Smith Barney brokerage firm, the large life 
insurance and financial services firm known as Primerica, and significant businesses in 
real estate and consumer finance.” But Citigroup remains a severely troubled institution, 
and if the Resolution Bill were to pass there is no small chance that it would be the first 
firm put into a federal receivership. If so, when a buyer is found for Citigroup’ s 
traditional banking businesses, their transfer would be subject only to review by the FRB 
under existing bank merger law, and the Resolution Bill would automatically trigger the 
emergency time periods contained in that law. In other words, the FRB would probably 
make its decision in about one or two months, and the DOJ would have to provide a 
“report on competitive factors” in ten days of FRB's request for it.” These decisions 
would have to be made about transfer of a firm that, by number of customers, remains the 
world’s single largest bank.” Then, when buyers are found for the non-banking parts, 
DOJ would get a filing on Fonn HSR-1, which really might include only as much or as 
little information as the conservator/receiver wants to give, and must decide within 30 


See generally Andrew Marlin & Grclchcn Morgensen, Can Citigroup Carry Jls Own Weight?, N. Y. 
Times, Nov. 1, 2009, at BUi (discussing Citigroup ’s liistow of govermnent rescues and its current state); 
http://vvvvvv.citigroup.coni/citi/business/ (compai^' W'cbsite explaining its current businesses). 

Resolution Bill §§ 1209(a)(l)(G)(ii)(l) and l209(h)(10)(A) both tiigger tliis 10-day competition 
report provision. Tliat provision is also available under e.xistiug bank merger law where the responsible 
banlr regulator detennines that one of tlie banks luiglit fail; the Resolution Bill triggeia it automatically. 

' All the same would be true of llte many lines of Ciligroup's business that are “closely related” to 
banking, and therefore exempt from HSR, like some of its real estate investment businesses, much of the 
Smith Barney brokerage business, mcrgcrs-and-acquisilions advisory funclions, and some olher affairs. 
Sec 12 C.F.Rj J 225.28. 
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days whether it would be anticompetitive to sell a large range of non-banking assets, 
including a massive securities underwriting operation and the Primerica firm, which 
among other things manages tens of billions of dollars of life insurance obligations for six 
million clients. Finally, if the Treasury Secretary and the FRB Chairman deem there to 
be emergency conditions, then all of Citigroup, one of the world’s largest financial 
institutions, could be sold to one or many buyers with no antitrust review of any kind. 
The last part is the most breathtaking. Recent events make it seem likely that in many 
cases of failing, systemically significant FHCs the federal government will consider there 
to be an “emergency.” 

* 

Both under the traditional bank merger review and the new, hybrid HSR review, the 
time constraints and the magnitude of the transactions will ensure that major transactions 
under the Resolution Bill will not get meaningful antitrust review. This is sufficiently 
clear to beg the question why the Act fails just to exempt these transactions from antitrust 
altogether; it is fairly clear that the bill’s drafters have no concern for it.'* Presumably 
doing so explicitly would have seemed too impolitic. But if outright exemption from 
antitrust review is in some way a bad thing, then one must acknowledge that the 
procedures in the Resolution Bill are also inadequate, as they will reach much the same 
result. 


See supra note 4; see also U.S. Dup’ r or THE Treasury, Flnanclae Regul,A'1'ORY Reform: A New 
Foundation (2009) (88-page report explaining Administration’s financial regulator^' reform package, 
including the Resolution Bill, wliich never mentions antitnist and only very obliquely discusses 
competition). 
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BY FEDEltAl. EXPRESS AM) E-MAIL 

Honorable John Conyers. .Tr. 

Chairman 

Commiliee on the Judiciary 
House of Representatives 
Washington, D.C. 20515 

Re: October 22, 2009 Hearing on: Too Big To Fail ~ 

The Role for Bankruptcy and Antitrust Law in 
Financial Regulation Reform 

Dear Mr. Chairman; 

Reference is made to Chairman Den Beraanke’s letter to you dated October 21, 
2009 (the Bernanke Letter ' ), in support of the establishment of a new resolution retrime for 
systemically important financial firms (“ SiFFs ^’f i write to address the unfortunate blurring of 
two different and very distinct issues in the Bernanke Letter, as well as in the written and oral 
statements submitted by Michael Barr and Michael Krimniinger at the October 22 hearing of the 
Subcommittee on Commercial and Administrative l.aw, 'I'hese issues are (1) the detection and 
prevention of the ‘^disorderly failure'’ referenced in the Bernanke Letter; and (2) the 
administration of failure - after failure has occurred - and avoidance of systemic consequences. 

Oversight, detection and prevention of financial distress and potential failure is a 
separate and distinct subject. Dealing with failure and the consequences of failure is an entirely 
different discipline. Financial assistance, adequate capitalization, increased oversight and 
regulation ail go far to prevent failure. As 1 have slated, while the events surrounding Lehman’s 
failure were extraordinary, what Lehman needed on the eve of its failure was liquidity to provide 
a bridge to a sale or an orderly wind-down to avoid systemic consequences. See Testimony of 
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Harvey Miller at p. 1 5. In tiie words of 'Fimothy Gcilhner. there was a need to pul foam on the 
rimw^ay. A liquidity shoittall is the haj'binger of failure. The failure ofSIFF.s could, therefore, 
ht prevented through the imposition ol enhanced capital requirements and increased regulatorv 
oveisight. along with an expansion of the goveniment’s ability to provide emergency tmancial 
assistance if necessary to protect the public interest. Even if these measures do not prevent 
failure, they would go far in mitigating its impact - ie., in providing a soft landing rather than a 
disorderly crash. It must be acknowledged that the definition of bailout is plural, Abridge 
loan is a bailout as is a Bear .Stearns rescue plan. Accordingly^, the issue presented is whether a 
form ol bailout or bankruptcy adequately protect the public interest and provides the 
transparency and respect for the separation of powers that is appropriate. 

Onee failure occurs, the question is whul is the most efficient and economicui 
process to deal with it? We are fortunate in the United States to have developed a body of laws 
dealing with the consequences of failure. Yet the recommendations of tlie United States 
Department of the Treasury (the " freasurv ’T. the Federal Deposit Insurance Corporation (the 
‘'. IlRIC ). and Chainnan Berminke are stubbornly premised on their unexplained conclusion that 
the bankruptcy code does not .sufficiently protect the public’s strong interest in ensuring the 
orderly resolution of a nonbank financial firm.” See Bernanke Letter at p, 4. UTiat is the basis 
for this conclusion? 

1 he Bernanke Letter ai'gues that a new regime is necessary that w'ould replace the 
bankruptcy code and the bankruptcy courts, and empower the FDiC “to take control of the 
management and operations of the failing firm; to sell assets, liabilities, and business units of the 
firm; to transfer the viable portions of the firm to a new ‘bridge’ entity that can continue these 
operations w'iih minimal disruptions while preserving value; and to repudiate contracts of the firm, 
subject to appropriate recompense,” All of these tools, however, are available within the framework 
(and, specifically, section 363 and 365) of the bankruptcy code. The Bernanke Letter also states that 
we need “credible processes for imposing losses on shareholders and creditors of the firm is essential 
to restoring a meaningful degree of market discipline and addressing the too-big-to-fail problem,” 

As 1 have slated, the bankruptcy code does impose the losses on creditors and shareholders by virtue 
of the application ofthe principle of absolute priority. See Testimony of Harvey Miller at p. 14. 

The Lehman, General Motors, and Clirysler chapter 1 1 cases are concrete 
examples of this. The Lehman case demonstrates not only how monumental a task it can be to 
resolve a SIFF, but that such resolution is possible within the framework of the bankruptcy code, 
and without the need to spend one cent of taxpayer funds. ' The General Motors and Chrysler 


As the bankruptcy court overseeing Lehman’s case has recognized, despite 

... the histoiy that w-e’ve liad in this case for the Iasi, approximately, nine months in 
which vve have been dealing with any number of unprecedented cominercia! transactions 
that I believe have never been presented in a bankruptcy court at least to this level of 
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cases have demonstrated tliat the use of government bridge loans to effectuate orderlv transfers 
ot assets and wind-downs may be accomplished through the bankruptcy process, with the cost 
imposed on creditors and shareholders of the particular entity. The shareholders of Lehman, 
General Motors, ajid Chrysler have been wiped out. Creditor recoveries in those cases will be 
minimal. In addition, the administration of the chapter 1 1 ca.se of Lehman has not cost the 
federal government a single dollar. Reliance on government assistance is not the preferred 
course of action for :iny firm if it can be avoided. However, it may facilitate a post-banki'uptcy 
.sale. Such a sale may occur expeditiously and repay such assistance. In Lehman, the sale of the 
North American capital markets business occurred within one w’eek of the commencement of the 
bankruptcy case. Similarly, the General Motors and Chrysler .sales occurred within 46 day.s of 
their respective commencement dates. 

Bankruptcy cases proceed in the clear light of transparency, with full respect for 
tile rights of all parties in interest and for the due process of law. As the bankruptcy court 
overseeing Lehman’s chapter 1 1 cases has observed: 

1 ransparenc}', the sharing of information, cooperation, investigation. 

these are the hallmarks of this bankruptcy case up to this point. 

See Ir. ot July 1 5, 2009 Hr’g, at 135:17-1 9. The "open courtroom has been a fundamental 
featui-e oflhe American judicial system.” Brownv. Williamson Tobacco Carp. v. Federal Trade 
Comm /7, 71 0 F.2d 1 165, 1178 (6thCir. 1983). How' open W'ould the process be under a regime 
that lakes the process out of the courts and leaves it in the hattds of the executive branch? When 
the FDIC^ attempts to sell assets, liabilities, and business units of ihc finn. will creditors have an 
opportunity to object to the price or the manner of sale, as they can under the bankruptcy code? 
WTen the FDIC decides to repudiate contracts of the firm ^^subject to appropriate recompense ” 
who will be the judge of wdiat is ’’appropriate”? When the FDIC engages in a “credible process” 
lor imposing losses on shareholders and creditors, who w-ill be the judge of wbat is “credible”? 
The answer that an action may be initiated by a complaint in the appropriate Federal District 
Court is hardly satisfactory. 

Indeed, the bankruptcy code (with appropriate amendatory corrections) and the 
bankruptcy courts are perfectly capable - if not more capable - of dealing with the consequences 
of a failed SIFF. Such failures are bound to be of an unimaginable scope. As the Lehman court 


volume and sophistication. . .somehow, counsel have been able to work out procedures 
whether related to open trades or, . . to proofs of claim for derivatives. And I think that it's 
going to be possible to deal witli particular problems all of which I can't presently foresee 
as they arise. 

.S’ecf Tr. of June 29, 2009 Hr’g, at 36:25 - 37:8. 
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has commented. Lehman s case ‘‘involves a level of complexity that probably goes beyond that 
ol ahno.st any other case [this court] can identify.'’ See 'Fr, of May 13, 2009 Hr'g at 2(5;3-4. 
There is no reason to think tJiat the next failure will be any simpler. On the contrary: today, the 
ten largest financial in.stitutions hold 60% of the llnancial assets of the United States, as 
compiired to 10% in 1 990. If we expand the number of institutions to 20. they hold 80% of the 
financial assets. 

Given these figures, the s\zc of a first tier non-bank financial holding company, if 
in distress, will be well beyond the capabilities of the FDIC to deal with. Mr. Kriraminger 
testified that the FDIC's stall is comprised of approximately 300 individuals - individuals who 
seem to be substantially occupied with handling the more than 100 small and medium-size bank 
failures that have occuiTed since the beginning of 2009. To date, Leloman’s case has absorbed 
the full-time resources of more than 650 persons. How can the FDIC believe that it will be 
physically capable of handling the failure of another SIFF? \Vbat experience docs tlie FDIC 
have in resolving internaiional securities transactions and the unwinding of esoteric financial 
instruments such as swaps, repos, forward sale contracts, foreign exchange contracts, and the 
.structured investment vehicles and special purpose entities created to hold collateral for 
derivatives transactions? STFFs are likely to engage not only in these trades, but in a wide 
variety of businesses on a global level. What experience does the FDIC have with the 
management and control of multinational financial enterprises cuid the administration of 
multinational insolvency proceedings? (In the Lehman cases, there are more than 80 separate 
insolvency proceedings commenced in 1 6 different jurisdictions. ) Finally, any SIFF, such as a 
tier-1 non-bank financial holding company, may also encompass wnthin its corporate group a 
regulated broker-dealer subject to the Securities Investor Protection Act of 1 970 (15 U.S.C. 

78aaa ct seq.). How would a resolution regime reconcile its powers with that of the Securities 
Investor Protection Corporation? 
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Theie need to be as many options available to the government as necessary to 
prevent the failure of a SiFF. But once biilurc becomes inevitable, it is most probable that the 
PDIC will nol be capable of dealing with the consequences. The bankruptev courts ore. Thev 
have proven this lime and again, and clearly during these extraordinarily difficult limes. 
Moreover, they have done so w'hile presei-ving the constitutional rights of creditors, shareholders, 
and other parties in interest. The process has been fair, transparent, and 7 ealously protective of 
the due process of law. We must not underestimate these values for the sake of e.xpedience or 
convenience, 

/ 

Respe^fully, 

Jr-.- /J' 

/ —7 _ \ 

Haty,e^'_R. Miller 


Honorable Steve Cohen, Chairman of the Subcommittee on Commercial and 
Administrative Law 

Ben S, Bernanke. Chairman of the Board of Governors of the Federal Reserve System 

Michael S. Barr, Esq., Assistant Secretary for Financial Institutions, United States 
Depanmenl of the Treasury 

Michael H. Krimmingcr, Esq., Special Advisor for Policy to the Chairman of the Federal 
Deposit Insurance Corporation 
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FRANKFURT 

HOUSTON 

LONDON 


WARSAW 

WASHINGTON, D.C. 


BY E-MAIL 


Honorable John Conyers, Jr., Chairman 
Committee on the Judiciiirv' 

House of Representatives 
Washington, D.C. 20515 

Re: October 22, 2009 Hearing on: Too Big To Fail - 

The Role for Bankruptcy and Antitrust Law in 
Financial Regulation Reform 


Detu Mr. Chairman: 

1 refer to my letter to you dated October 27, 2009, concerning the establislmient of 
a new resolution regime for systemically important fintincial firms. In my letter, I cite Michael 
Krimminger as having testified at the October 22 hearing of the Subcommittee on Commercial 
and Administrative Law that the FDIC’s staff is comprised of approximately 300 individuals. 
With my apologie.s to Mr. Krimminger. I WTite to inform you that I appear to have misheard his 
testimony, as he has since informed me that the FDIC staff is today comprised of approximately 
6,300 individuals. 


Respectfully, 

IvrtM IC- Miller 

Han'cy R^Miller ^ 

cc: Honorable Steve Cohen, Chairman of the Subcommittee on Commercial and 

.Administrative Law= 

Ben S. Bemanke, Chairman of the Board of Governors of the Federal Reserve System 
Michael S. Barr, Esq., Assistant Secretary for Financial Institutions, United States 
Department of the Treasury 

Michael H. Krimminger, Esq., Special Advisor for Policy to the Chairman of the Federal 
Deposit Insurance Corporation 


O 



